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H^ 21— THE HOMEOWNERS' INSURANCE 
AVAHJkBHJTY ACT OF 1999 



FBIDAT, JULY 80» 1999 

U.S. House of Reh^eskntatives. 
Committee on Banking and Financial Services. 

W€Mshingtofu DC. 

The committee met, pursuant to caU, at 9:50 a.m., in room 2128k 
Raybum House Office Building, Hon. James A. Leach, [chairman 
of the committee], presiding. 

Present: Chaiiman Leac^ Representatives McCoUum, Roukema. 
Bereuter, Baker, Lazio, Bachus, Royce, Kelly, Weldon, Cook, Hill. 
Ryan, LaFalce, Vento, Kanjorski, and Sherman. 

Chairman L£ACH. The hearing will come to order. On behalf of 
the committee, let me extend a warm welcome to Deputy Secretary 
Eizenstat and our distinguished panel of private witnesses. 

The committee meets today to receive testimony on H.R 21, the 
Homeowners' Insiu-ance AvaUability Act of 1999, introduced by the 
Housing Subcommittee Chairman Rick Lazio and the Committee 
Vice Chairman Bill McCollum and sponsored by twenty Members 
of the committee. 

We will be recessing today starting at 11:00 for an hour so 
Members can attend the memorial service for our former colleague, 
George Brown, in the Capitol. Because we have limited time, it is 
my hope we can keep opening remarks brief. 

H.R. 21 addresses the threat of natural disasters to the availabil- 
ity of adequate and affordable homeowners' insurance. It is similar 
to legislation passed by the committee in the 105th Congress with 
bipartisan support. 

The committee will hear today from a broad spectrum of wit- 
nesses who have been asked to address philosoplucal, as well as 
practical, questions regarding the nature and role of the Federal 
Government on this issue. The committee has worked with the 
Administration in every step of the legislation's development, and 
I am especially looking forward to the comments from Deputy 
Secretary Eizenstat. 

It is my hope that legislation can be advanced which will rep- 
resent real opportunity for families to protect their homes, while at 
the same time avoiding significant contingent liabilities by the 
Federal Government. In this regard, it is my intention to remain 
open-minded in the pursuit of a consensus which satisfies these 
priorities. Based on our hearing today, I hope to be in a position 
to consider bringing legislation to the floor early this fall. 

At this point, I would now like to ask John if he has any opening 
comments. 

(1) 
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[The prepared statement of Hon. James A. Leach can be found 
on page 74 in the appendix.] 

Mr. LaFalce. Thank you very much, Mr. Chairman. 

First. I would like to welcome the new Deputy Secretary of the 
Treasur\\ Stu Eizenstat. This is his first appearance before our 
committee with that title. He has had a few titles in the past, and 
he has appeared before us under those auspices. 

Mr. Eizenstat truly is one of the finest public servants that I 
have had the pleasure of working with from the day I first met 
him. and I believe that was sometime in 1976. Certainly, beginning 
Januar>- of 1997. we b^an having almost a day-to-day working re- 
lationship on a whole wide range of issues. 

I think you started out. Stu. as what, the Dcmiestic Pblicy Advi- 
sor to the President? And I can't begin, vdu know, to remember all 
the positions. I don't have raur bio in front oi me. Whether it was 
Ambassador, where rau were coming in finom the State Department 
to Commerce Department. In any event. I know now that you are 
the Deputy Secretar\- of the Treasury Department and you have a 
portfolio, though as I understand it. that includes not only those re- 
sponsibilities of the Treasury Department, but you carry over some 
other responsibilities because of the fine worit you dQd in those 
areas. 

You have always prxeeded in an objective, a bipartisan maimer, 
and our conimittee is delighted at your new positioiL I think I can 
speak for all of us in saj-ing ^Rie look forward to working with you 
ver>\ ver>" closely. 

Xow. on the subject of the day. I am very pleased we are having 
today's bearing :o address the issue of improving the availability 
of nsrural disaster insurance for homeowners in high-risk insur- 
ance markets. How our society responds to losses caused by cata- 
strophic events is an extremely important and, compared to most 
issues, an extrem.ely com.plex issue. Continuing changes in weather 
partems and new deve'.opm.ents in our reinsurance and capital 
markets clearly add to this com.plexity. I think it is important to 
denne. "r^rre we do an>-lhing e.!s»e. the narure and extent of the 
priclem. that is being addres^sed in this le^lslaiion. 

Crnrrar:.- tc som^e alle^tior^. we do not confront a situation 
•K"hcrE "rasi: brm.eowners' insurance is unavailable in portions of 
thr :::untri- Nr-r have we seen any breakdown or incapacity in the 
mariir: ::r catasrroph-e reinsurance I thirJ: the .^ri! subcommittee 
heann* -a-as -^ezy helpful in clarii>"lr^ both cc ihcvse points. 

'^i i: :::nfr:nt a problem, of pricing as oppcised to capacity. In 
ar=ai r^insii&rsd hxh r^i for catasirop— ^ events, the cost of'both 

ice coverage for dam^age due to hurricanes 



mi earihruakss is extremiely high. Many prlm.aTy insurers have 
^-mpl;. Lhiisen ni^t t: :.5cr this coverage, or not to pur>chase reinsur- 
LiiL* t: hslp rsscuce th-e cost of such" coverage for consumers, and 
JL-i -tiaves many himjeowners in the diff.cu'.t pc^siuon of going 
i'-.ti-: _: ?p=cLaliicri catastrophe ooverage: and it puts greater pres- 
s— -t :n SiTrrnment at all levels to help p&y the cost of m-aior dis- 
=>5^r5 iia: are n:t o^T-er^i ty pr.v«te :nsurar.c>e 

.it= : -estLin th=t Crngress m.ust address is whether there is sig- 
iifiiant ;■«:!:; n-c^d ::r affcrdahle disaster insurance coverage in 
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high-risk markets and whether this need is great enough to war- 
rant Federal inTohr^nenL 

If we agree that a Federal effort is needed^ a secooMl coctSKfer- 
ation is whether the reinsurance program prraosed in HJL 21 pre^ 
sents the best approach for addressing this problem. 

GiTen the increased incidence <^ ms^r disaster e^mts in die 
past decade^ as weU as escalating property and constructioii costs 
in high-risk areas, it is difficult for any single locality or Slate or 
any grouping <^ insurance companies to adequately cover aU potest- 
tial costs of a major catastrophic event. These events tend to strike 
regions rather than States. 

Hie Federal Government, however, does have the capacity to 
adequately spread the cost of such events broadly enough to make 
catastrophe coverage available on a broad basis. The private mar- 
ketplace has developed its capacity significantly and may, in time, 
develop adequate capacity, but there is a need to address the re- 
ality that catastrophic disasters can occur at any time, even today. 

H.R. 21, which I have co-authored, provides a vehicle to address 
these issues, and many of my initial concerns about this legislation 
were addressed in amendments adopted by the committee last 
year, and all of those changes have been incorporated in this yearns 
l^islation. 

We have come a long way in crafting a workable approadi in 
H.R 21, but our work may not be finished. Treasury has some very 
strong concerns with the way that Federal liability is limited and 
reinsurance payments are allocated imder the bill. These are legiti- 
mate concerns and we must address them. 

Business and consumer groups have made compelling arguments 
for the need to assure that greater resources <^ the insurance in- 
dustry are committed before any Federal reinsurance payments are 
made. Those concerns require careful consideration. 

I also believe that more attention must be given to encouraging 
effective loss mitigation activities in order to ensure that Federal 
involvement actually helps reduce the potential costs <^ ms^r dis- 
asters rather than merely spreading the costs more broadly. FEMA 
has some strong views in this area, and we should have the oppor- 
txinity to hear from them. 

This past week, I asked that several additional witnesses be in- 
vited, and they were. Unfortimately, a nimiber were unable to at- 
tend today's hearing on such short notice. The New York Super- 
intendent of Insurance has released a detailed report assessing the 
current market for catastrophe reinsiurance, and he has rec- 
ommended against the creation of any State catastrophe fund. 

The capital markets also have introduced a number of promising 
alternatives for spreading catastrophe risks that should be included 
in either today's or a futiure discussion. Our committee will, if we 
are to proceed as we should, hear from these perspectives also. 

These are issues that I encourage all of today's witnesses to ad- 
dress, along with any additional recommendations or proposals 
that might help our committee improve this bill. 

I join the Chairman in welcoming Deputy Secretary Eizenstat 
and all of today's witnesses. I thank the Chair for his kind indul- 
gence. 

Chairman Leach. Thank you, John. 
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Mr. Lazio. 

Mr. Lazio. Thank you, Mr. Chairman. Let me thank you for put- 
ting together what promises to be an exceptionally balanced hear- 
ing, airing the views of all sides; that again reflects your philoso- 
phy. 

And welcome, of course, to the Deputy Secretary, and I com- 
pliment him not only on his work with respect to natural disaster 
insurance, homeowners' insurance, but on a whole range of other 
issues and, most particularly, the Holocaust Asset Commission on 
which he has been a driving force. 

This committee and this Congress have been focused on the issue 
of liquidity among homeowners' insurance markets for alomst ten 
years, and over the last three years we have been acutely focused 
on the legislation before us today. Last year, we reported out legis- 
lation identical to our proposal with strong support from both sides 
of the aisle. 

In the simplest terms, our efforts today are about providing max- 
imum opportunities for families across America to protect their 
homes. Many of us here take the ability to insure our homes for 
granted, but it is not so easy for working families in Missouri or 
North Carolina or Texas and many other States, not to mention 
California or Florida. For them, the forecasts of more frequent and 
more forceful storms over the next few decades only bring uncer- 
tainty and fear of the future. 

Today, Mr. Chairman, we are likely to hear about the zero sum 
game among businesses and industries, the reinsurance industry 
and the insurers, who gains and who loses, but in the end I think 
we need to focus on the people, the public, the families, the expo- 
sure that they face and the possible loss of their most important 
asset, their homes. 

It is about people like 87-year-old Mildred O'Shaughnessy whose 
home of 51 years was destroyed just last year when Hurricane 
Georges hit Louisiana. Mrs. O'Shaughnessy has been unable to find 
insurance to protect her home, so now she is forced to rely on her 
family and donations from the community for shelter and the ne- 
cessities of life. 

Some States have been able to rebuild in the aftermath of natu- 
ral disasters from the early 1990's, but for the most part, that abil- 
ity has been simply a matter of luck. For example, devastated by 
$16 billion in insured losses from Hurricane Andrew in 1992, the 
property insurance market in Florida virtually collapsed. Since 
then, Florida has been somewhat successful in encouraging the re- 
expansion of the private market, and today they can absorb about 
$11 billion in insured residential losses, but that success has only 
been possible for one reason, Mother Nature has spared Florida a 
major disaster during that time. It also pales in comparison to 
what a major hit in southern Florida might mean to that market. 

Other committees have already acted in this Congress to address 
issues associated with the rising costs of natural disasters. In 
March, the House passed two separate bills designed to address the 
issue of disaster mitigation, and our colleague, Mr. Terry and oth- 
ers on this committee were co-sponsors of one of those pieces of leg- 
islation. 
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So clearly, the House has recognized the importance of mitigation 
efforts in preparing for natural disasters. And as is appropriate, it 
is an issue being dealt with by the committee of relative jurisdic- 
tion. 

Our proposal creates an environment where the private market 
is encouraged to re-engage in the business of homeowners' insur- 
ance across the country. In subcommittee hearings this Congress, 
we have heard testimony that a more stable and confident private 
insurance market in vulnerable areas of the country would benefit 
all Americans. 

Since 1983, taxpayers have spent more than $80 billion in Fed- 
eral assistance effort disaster relief. It is true that population 
growth and coastal development play a part in rising costs of natu- 
ral disasters, but it is also true that within the next ten years, ac- 
cording to the U.S. Census Bureau, almost 75 percent of our total 
population will live within 100 miles of a U.S. coastline. Regardless 
of anything we do here today, we cannot mandate where people 
and families live and we cannot forcefully relocate families living 
in cities like Miami, New Orleans, Seattle, Los Angeles, St. Louis, 
Memphis or New York. 

Today we may hear that there is no longer a lack of available 
and affordable homeowners' insurance. The facts dispute that. We 
may also hear that there is an overabundance of reinsurance capac- 
ity. That also is contested by the facts. 

Tell that to Mrs. O'Shaughnessy. Tell that to the hundreds of 
thousands of families who are forced into insurance pools of last re- 
sort across the coimtry, which in some areas have grown by more 
than 800 percent over the last six years. They simply would not be 
necessary if we had adequate reinsurance. 

Mr. Chairman, we could wait to take action until Congress is 
forced to act in the wake of some future earthquake or hurricane 
in the middle of a panic, or we could proceed deliberately and calm- 
ly without the environmental crisis that would accompany a major 
catastrophe. 

Mr. Chairman, one way is a responsible approach to public pol- 
icymaking. The other is not. 

I want to thank you again for your even hand and for your bal- 
anced approach to this hearing. 

[The prepared statement of Hon. Rick Lazio can be foimd on 
page 170 in the appendix.] 

Uhairman Leach. Thank you. 

The Chair would like to stress we have an awkward long day 
based upon having a delayed markup, or a hearing from last 
Wednesday, because of the Brown funeral. I would like to ask 
Members to keep opening comments, if they can, as brief as pos- 
sible. 

Mr. Vento. 

Mr. Vento. I will be brief, Mr. Chairman. 

I am pleased we are having this hearing. I supported this bill in 
the last session, but I am happy to have another look at it. I think 
that many of us are very uneasy with this step into an assumption 
of a responsibility by the national Government. As meteorological 
science improves and the insurance entities are better able to pro- 
tect risks, they understand the inevitable problems with some sec- 
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tors of the country in terms of homeowner losses and have with- 
drawn from the markets in these areas, and obviously there are 
questions about reinsurance availability and the affordable cost of 
this. 

I hope indeed that the mitigation efforts are not stopped. Cer- 
tainly we are very reluctant to demand mitigation efforts, and try- 
ing to do zoning from the national level has been generally unac- 
ceptable to most jurisdictions. 

I think it is important that Under Secretary Eizenstat, whom I 
welcome, along with my friend John LaFalce and many others on 
the committee, see someone who has been in Washington almost as 
long as I have. It is good to see you here, Stuart. 

Mr. Eizenstat. Thank you. 

Mr. Vento. But I think his testimony points out the necessity of 
not supplanting, but supplementing what is going on, to provide 
the necessary framework so that we can, in fact, establish a private 
sector initiative and to permit that to go forward in terms of doing 
the job that it has historically done. 

Obviously, our work with disaster assistance and other matters 
is not going to go away on the basis of this endeavor, but it is good 
to try and provide, or to develop a private market, but hopefully 
to try and not outguess what the market will do. So I think we 
have to be very careful as we go down this road, and I commend 
the Members working on it and the witnesses that we have today. 

Thank you, Mr. Chairman. 

Chairman Leach. Thank you, Mr. Vento. 

Mr. McCoUum. 

Mr. McCOLLUM. Thank you very much, Mr. Chairman. I cer- 
tainly appreciate your holding the hearing today. 

As we all know, this is the second time that this legislation has 
been before the committee in the last Congress. The bill that Rick 
Lazio and I introduced this year was, indeed, what was passed by 
this committee and ultimately presented to the floor, though too 
late for consideration. 

The reason for it is, I think, very obvious, because we have in 
earthquake-prone States, and in States like mine in Florida, hurri- 
cane-prone States, tremendous problems with insurance availabil- 
ity and potentially with greater costs even than now for home- 
owners, because of the risks that are involved with the absence of 
a private marketplace with respect to reinsurance for insurance 
companies. And while there may be other factors involved, when 
you have the 1-in- 100-year event, the really big hurricane, the real- 
ly big earthquake, there frankly is no protection for insurers in 
terms of their potential losses if they issue this kind of insurance. 

Consequently, if we don't do something, I don't think it is simply 
a question of even availability in some of the States for insurance 
in the future or higher premiums. It is going to be a question of 
a huge loss to the American taxpayers, because just like with Hur- 
ricane Miteh in Honduras and Guatemala and Nicaragua this last 
year, there will be a call for aid the likes of which we naven't seen 
here before for a disaster in our own country, and that will un- 
doubtedly be done. We will wind up approving it. 

So I believe that while there may be some perfections that need 
to be done te this legislation, that today's hearing can give us some 
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guidelines as to what those are; but ultimately we need to produce 
this legislation, and we need it badly, before we get to the point 
where the terribly difficult 1-in- 100-year event does occur, and a 
Hurricane Andrew strikes downtown Miami instead of striking 
south of it, and then we all have a tremendous problem on our 
hands beyond what we can foresee right now. 

But I thank the Chairman for holding the hearing, look forward 
to working with him on crafting whatever product we ultimately 
produce, and I thank you very much for the time. 

Chairman Leach. Well, thank you, Mr. McCoUum. 

Does anyone else seek recognition? 

Mr. Cook. Mr. Chairman. 

Chairman Leach. Excuse me one minute. I think Mr. Sherman 
on this side, please. 

Mr. Sherman. Thank you. 

Chairman Leach. Mr. Sherman. 

Mr. Sherman. Mr. Chairman, thank you for holding these hear- 
ings. Since I represent Northridge, I regard this as a matter of 
earthshaking significance. 

The current system has not completely broken down, but at least 
in southern California the cost of earthquake insurance is horren- 
dous and then it comes with an enormous deductible that makes 
it almost worthless. And we are just one earthquake away from a 
breakdown in the insurance system, because if there was another 
earthquake in southern California in the aftermath and in the sev- 
eral years after that, you may not be able to get earthquake insur- 
ance; you may not be able to sell your home or even refinance it. 

The reinsurance markets have developed to some extent, but at 
least my State, I believe, is paying 10 times the actuarial value for 
the reinsurance it is buying on the private market. We do have a 
Federal interest in risk mitigation and one in encouraging people 
to purchase insurance, and by making disaster insurance aflford- 
able and providing reasonable coverage, we can meet that Federal 
interest. 

Thank you, Mr. Chairman. 

Chairman Leach. Well, thank you very much. For a unanimous 
consent request, I recognize the gentleman. 

Mr. Baker. I just ask unanimous consent to submit my state- 
ment for the record. 

Chairman Leach. Without objection. 

Mr. Bachus. 

Mr. Bachus. Thank you. I would ask imanimous consent. I have 
got a rather lengthy statement which I won't make. 

I have one area of concern, and I hope to work with Mr. Lazio 
and others who are sponsoring the bill, and that is the balance be- 
tween the private and the public sector. We don*t want to crowd 
out the private sector. There are a lot of studies recently that show 
that reinsurance is plentiful, that it is cheap, that its availability 
is rising. And it may be that the trigger level in this legislation 
needs to be revised, and I will submit my concerns in a statement. 
Thank you. 

[The prepared statement of Hon. Spencer Bachus can be found 
on page 82 in the appendix.] 

Mr. ROYCE. A brief statement, Mr. Chairman. 



Digitized by 



Google 



8 

Chairman Leach. One second. 

Any other statements on the Democratic side? 

Please, Mr. Royce. 

Mr. Royce. Thank you, Mr. Chairman. 

Mr. Chairman, this legislation is premised on the view that the 
supply of reinsurance in the private marketplace is not adequate 
to meet the demands of a catastrophic natural disaster, and before 
we decide to turn over to the Federal Government the role of pro- 
viding reinsurance, I think we should consider that recent studies 
indicate that the capacity of the private marketplace to handle 
these losses is far greater than is contemplated by H.R. 21, which 
sets trigger levels at $2 billion. 

For example, the 1995 study by U.S. Re Corporation, which has 
been cited by this committee as an authoritative analysis of the 
total supply of reinsurance, has now been updated by a much more 
recent July 1999 study. That revised analysis suggests that for 
much of the country capacity has more than doubled from $7 bil- 
lion to $14 billion per region since four or five years ago when that 
report was first produced. A similar conclusion was reached in a 
study by Renaissance Reinsurance. 

Take California, for example: The increased capacity is pegged at 
$11 billion. In addition, both reports suggest that additional capac- 
ity is available from other forms of reinsurance agreements and 
from the capital markets which have brought significant new cap- 
ital to the table by securitizing natural disaster risk. 

Taken together, there is closer to $20 billion of reinsurance avail- 
able per region, significantly greater capacity than the outdated fig- 
ures upon which this legislation is based. 

These numbers are significant because they illustrate the fact 
that the private marketplace for reinsurance has grown signifi- 
cantly in recent years and is much better prepared to handle cata- 
strophic natural disasters. Indeed, as a third study conducted by 
the Wharton School and published just two weeks ago concluded 
that gaps in catastrophic risk financing are presently not sufficient 
to justify Federal Government intervention in private insurance 
markets in the form of catastrophic reinsurance, and that was just 
two weeks ago that that study came out. 

A massive new Federal disaster program, in my view, Mr. Chair- 
man, would only hinder further innovation and growth in the pri- 
vate sector, potentially pushing out private reinsurance companies 
and leaving the taxpayer with much greater liability. 

I appreciate you allowing me to give my thoughts, Mr. Chairman. 

[The prepared statement of Hon. Edward R. Royce can be found 
on page 177 in the appendix.] 

Chairman Leach. Thank you, Mr. Royce. 

Mrs. Kelly. 

Mrs. Kelly. Thank you, Mr. Chairman. I ask unanimous consent 
to insert my statement in the record. 

Chairman Leach. Without objection. 

[The prepared statement of Hon. Sue W. Kelly can be found on 
page 88 in the appendix.] 

Mrs. Kelly. As a part of my statement, Mr. Chairman, I would 
like to also insert in the record the February 1, 1999, study, "A Re- 
port to Governor Pataki and Members of the New York State Legis- 
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lature by the Temporary Panel on Homeowners' Insurance Cov- 
erage.** 

Chairman Leach. Without objection. 

Mrs. Kelly. Thank you. 

[The information referred to can be foimd on page 90 in the 
appendix.] 

Chairman Leach. Mr. Cook. 

Mr. Cook. Yes, thank you, Mr. Chairman. I would like to ask 
unanimous consent to insert my statement into the record. 

[The prepared statement of Hon. Merrill Cook can be found on 
page 84 in the appendix.] 

I would just like to point out that the cost of natural disasters 
is approaching $1 billion a week in America, and I would like to 
reemphasize the strong support that H.R. 21 currently enjoys with 
over 97 co-sponsors and, additionally, several real estate groups 
like the National Association of Realtors, the National Association 
of Home Builders, whose members face this and other t3rpes of 
homeowners' insurance issues every day, support this bill strongly. 
In fact, I would like to ask imanimous consent that a statement in 
support of H.R. 21 on behalf of the National Association of Home 
Biulders be submitted for the record. 

Chairman Leach. Without objection. 

[The information referred to can be found on page 86 in the 
appendix.] 

Mr. Ryan. Mr. Chairman. 

Chairman Leach. Yes. 

Mr. Ryan. I would also ask unanimous consent to insert my 
statement in the record. 

Chairman Leach. Without objection. 

Mr. Ryan. I would also likes to lend my 2 cents worth with some 
of my colleagues, which is, we do have new data. We do have a new 
study which shows that there is approximately $20 billion of rein- 
surance sold per region. 

And I also have the same sorts of concerns that we may be over- 
reaching here, we may be undermining the private insurance mar- 
kets, we may be crowding out better alternatives; and it is some- 
thing that we really have to police and watch very, very closely, 
that we do not overreach in this area. 

It may be a point of moving triggers, but there is a threshold to 
which we can crowd out these private market incentives, private 
new tools that are on the horizon, and I hope that this committee 
does not pass legislation which does so. 

[The prepared statement of Hon. Paul Ryan can be found on page 
229 in the appendix.] 

Chairman Leach. Thank you, Mr. Ryan. 

Mr. Hill. 

Mr. Hill. Thank you. Mr. Chairman, I want to thank you for 
holding this hearing and echo the comments of others in allowing 
us to ftiUy flesh out the issues here. 

I have many concerns about the bill, but the most significant has 
to do with the triggers, and there are three triggers in the bill. 
One, they are described as the greater of either $2 billion, the ca- 
pacity of the State cap mechanism, or a 1-in- 100-year event. 
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These three criteria are — discussing them is much like discussing 
apples and oranges. $2 billion is an arbitrary set dollar amount. 
The significance of that trigger would change dramatically when 
the nature and geographic boundary of that event changed. 

Example, a $2 billion trigger in California is significantly dif- 
ferent than a $2 billion trigger in Montana. Likewise, the loss 
being capacity of a State mechanism bears no relationship to any- 
thing except perhaps the willpower of the State taxpayers. Cer- 
tainly a $10 billion capacity in California would be substantially 
different than a $10 billion trigger in Montana or Texas for that 
matter. 

The most confusing, I think, clearly the most misunderstood, is 
the 1-in-lOO-year event trigger. In 1982, Ten Mile Creek flooded 
the Helena Valley, my home. It was caused by 10 inches of rainfall 
falling on the Continental Divide 10 miles away, hence the name 
Ten Mile Creek. It was a l-in-500-year event and it caused a cou- 
ple of million dollars' worth of damage. 

Now, in the Helena Valley along Ten Mile Creek, this was a mas- 
sive, catastrophic event, but on a national scale it would probably 
hardly cause a blip. 

A 1-in- 100-year event that is based on a national or global scale 
event, that might occur in California, is of significantly different 
magnitude than a 1-in- 100-year event that would occur in the same 
place when the scale is more narrow — say, the State of California. 

Expressed another way, 1-in- 100-year earthquake event in Cali- 
fornia would be a lesser magnitude earthquake than a 1-in- 100- 
year event based on a U.S. scale and even lesser than a magnitude 
event on a world scale. 

Further, this criteria bears no relationship whatsoever to the eco- 
nomic impact. For that reason, we need to completely re-examine 
the matter of the triggers. 

We should be trying to protect simply the solvency of the insur- 
ance industry, not events, the purpose of which is to make insur- 
ance more available to consumers at a lower cost. Events of certain 
economic impact, not intensity, are what impose the economic risk. 
The trigger should be set at a level higher than the capacity indus- 
try, both the primary insurance and reinsurance industry, and it 
should be calculated by first establishing the capacity of primary 
insurance and then the reinsurance in capital market alternatives. 

My calculations would put these triggers at somewhere between 
$25 billion and $40 billion. 

Now, what we need to do here is to calculate what the appro- 
priate capacities of individual insurers are for a probable maximum 
loss, so that whatever reinsurance contracts we have are really ad- 
justed or suited to the needs of individual insurers, based upon 
their exposure. 

It is my hope that we will be able to understand these issues bet- 
ter from this hearing and perhaps approve this bill so that it can 
pass. 

Thank you, Mr. Chairman. 

Chairman Leach. Thank you very much. Does anyone else seek 
recognition? 
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If not, we would like to begin with the Deputy Secretary, and I 
would like to just take 15 more seconds to echo everything Mr. La- 
Falce indicated. 

We are pleased you are in your position, Stuart, and we look for- 
ward to your testimony. 

STATEMENT OF HON. STUART E. EIZENSTAT, DEPUTY 
SECRETARY, DEPARTMENT OF THE TREASURY 

Mr. ElZENSTAT. Thank you, Mr. Chairman, and Representative 
LaFalce, Members of the committee. I appreciate the opportunity 
to discuss this important issue, and I want to begin by compliment- 
ing you, Mr. Chairman, Mr. LaFalce, Representatives Lazio, 
McCoUum, and Barney Frank, for whom we pray a speedy recovery 
from the operation he will be having, and other Members of the 
committee for their bipartisan leadership in facilitating the delib- 
erations on this important legislation. 

Your collective and individual skills, insight and perseverance, 
we believe, will lead to a good legislative outcome. 

The Administration's view with respect to this important issue 
can be summarized as follows: The characteristics of natural disas- 
ters make the financial risks associated with them especially dif- 
ficult for both private insurers and reinsurers to handle. In the 
wake of a major disaster, prices tend to spike, leading to a contrac- 
tion in the availability of homeowners' insurance and to a reduction 
in reinsurance. 

Given the states of development of the private markets for this 
risk today, we are persuaded that there is a limited interim role 
for the Government to play with respect to the reinsurance of the 
most severe, most remotely probable of these events. 

The principles that we believe should be respected as we move 
forward are that the Government's role in this area must be de- 
signed so as to leave more than enough room for private market 
activity to flourish, and so the taxpayers are thoroughly and ade- 
quately compensated for all risks borne by the Grovemment. We 
view the legislation before us as a constructive step forward in ad- 
dressing these problems, but as Secretary Summers and the De- 
partment have noted, there remain concerns about some important 
aspects of the bill. 

Turning to our specific concerns with the legislation, we believe 
first that this committee should seriously consider whether the cap 
on annual pay-outs will adequately serve the objective you have in 
mind. I will be outlining in some detail an alternative approach 
that we have been exploring and that we believe may offer a more 
robust tool for fiscal control. 

The Administration, under the leadership of James Lee Witt, the 
Director of FEMA, has developed a comprehensive policy dealing 
with natural disasters, going beyond simply the response to them; 
but trying to help in working with local communities, making them 
less prone to natural disasters. We see the legislation before this 
committee as a potential complement to this policy. 

We also believe that the appropriations requirement currently ill 
the legislation should be removed in order to bring this program 
into conformance with general practice of other Federal insurance 
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programs and to promote maximum clarity that the Government 
will make good on its financial obligations. 

Finally, with respect to the issue of triggers, which I will get into 
in more detail in a moment, we believe that the triggers should be 
set neither so high as to make the program irrelevant to State pro- 
grams and private entities, nor so low as to crowd out private mar- 
ket activity. 

There are no easy answers to how this should be accomplished. 
On the whole, however, our instinct is toward the cautious end of 
the spectrum. So in balancing these competing considerations, we 
would put greater emphasis on avoiding crowding out. 

Three considerations argue for prudent interim participation of 
the Federal Government in this market. First, the Federal Grovem- 
ment is uniquely capable of spreading risk across the population 
and over time. 

Second, the Federal Government would likely bear part of the 
costs associated with stabilizing collapsing insurance markets in a 
truly cataclysmic event regardless whether legislation of this type 
existed. 

And finally, the prudent participation at this stage of develop- 
ment may enhance the ability of private markets to deal with these 
risks. 

We are guided by a common set of common-sense principles that 
Secretary Summers has laid out. Federal involvement must be sup- 
ported and not supplant private insurance markets. It should apply 
only to true catastrophes that the private market is not capable of 
handling and it should be strictly transitional, phasing out as pri- 
vate markets develop. 

The Federal Government must share and not subsidize risk, and 
it must be at no net cost to the taxpayer. 

The legislation now before the committee is a generally positive 
s^ep forward in this regard and creatively responds to the difficulty 
faced by both State funds and private entities in purchasing rein- 
surance against their large but low-probability risks. The bill has 
improved as it has moved through the legislative process, and we 
hope it will continue to do so, because we continue to have some 
concerns which are as follows: 

First, with respect to the cap, the proposed legislation would cap 
annual pay-outs at $25 billion. If claims in any one year exceeded 
that amount, each claimant would receive a prorated portion of the 
$25 billion. 

We obviously share your objective of developing a fiscally pru- 
dent piece of legislation. However, after careful study, we believe 
that the cap on annual insurance pay-outs may not be the best way 
to limit Federal liability. 

It would be difficult for the Federal Government to withhold pay- 
out on claims imder this program on the argument that such a pay- 
out might later need to be prorated against claims from another 
event, and then if a second event were to occur within the same 
insurance year, it is entirely plausible that future Congresses and 
administrations would make full payment on all claims stemming 
from the second event, notwithstanding the requirement to prorate. 
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The only alternatives would be either to recall monies paid out 
pursuant to tiie first event or to impose the full burden of the an- 
nual cap on the victims of the second event. Neither is realistic. 

We would like to suggest a possible approach on the cap issue, 
which is demonstrated by this chart, copies of which we have hand- 
ed out to all Members. 

It would involve limiting the amount of insurance to be sold rath- 
er than the amount of the pay-out to be made. Contracts sold 
under the legislation would cover 50 percent of any losses above 
the threshold level that triggers the Federal pay-out, up to an 
upper limit corresponding to the dollar amount that would be lost 
in the event of a more remote possibility. 

With your permission, if each of you would perhaps look at this 
chart, which is based on the concept of reinsurance offered, if in 
the State of Florida there were a 1-in- 100-year loss, this is esti- 
mated to be $13 billion. For l-in-500-year loss, the estimate is $26 
billion in the State of Florida. 

Under our suggestion, the Federal liability would be capped at 
half the diflFerence between $26 billion, the top l-in-500-year event; 
and $13 billion, the 1-in- 100-year event; or $6.5 billion. 

This loss would occur only if the industry actually purchased all 
the contracts that were offered. 

The aggregate maximum Federal pay-out then would be com- 
puted as the sum of the maximum obligations in each State and 
region. Our preliminary data — and please understand this is more 
badt-of-the-envelope, ballpark estimates — vindicates that if the 
upper limit were set at the dollar amount associated with a 1-in- 
500-year event, in each State and region, the maximum Federal li- 
abUity in any given year would be on the order of $50 billion. 

Under this approach, that maximum liability is easily dialed up 
or down by adjusting the probability associated with the upper 
limit. 

Under this approach, the Government would sell only a limited 
amount of insurance, but having sold it, it would make good on all 
of it. It also has the advantage, Mr. Chairman and Members of the 
committee — and you can see this by the white part of the bar next 
to the $6.5 billion — of leaving room for the private sector as well 
as the amount that the Federal Government would take, which is 
shown by the blackened area. 

Of course, the deductible amount would also be covered by the 
private sector. 

A second concern has to do with appropriated pay-outs. The pro- 
posed legislation would require that all pay-outs from the fiind and 
borrowing^ by the fund be subject to congressional appropriations, 
hi our opinion, this casts a potential shadow over the certainty of 
full pay-out and could therefore limit the number of bidders and 
possibly dampen their aggressiveness in bidding. The net result 
could be that the Federal Government would receive a less favor- 
able price for its reinsurance. This concern could be addressed by 
striking out the requirements for appropriations of pay-outs and 
borrowings. 

The threshold trigger levels for a Federal pay-out, as I indicated, 
are an extremely important parameter of the proposed legislation. 
They have to be designed to strike an important balance between 
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two very important considerations. On the one hand, the triggers ^ 
should not be set so high that the program becomes irrelevant for j^ 
either State programs or private participants; on the other, Federal ^j 
involvement shouldn't crowd out private sector activity. This pro- ^ 
gram should insure only losses of true catastrophes that the pri- jj 
vate market is incapable of handling. ^ 

In conclusion, Mr. Chairman, our suggestions derive from two ^ 
core concerns: that relief for insured homeowners not come at the ^ 
expense of taxpayers and that any Federal program share risk and ^ 
support the private markets. .j 

The current proposed legislation provides a sound foundation for j 
progress in this area, and we look forward to working with Mem- ^ 
oers of this committee to resolve remaining issues. 

Thank you very much. 

[The prepared statement of Hon. Stuart E. Eizenstat can be 
found on page 231 in the appendix.] 

Chairman Leach. Well, thank you, Mr. Secretary. 

Let me just begin with the most basic query, and that is, obvi- 
ously from a taxpayer's perspective any program in this area pre- 
sents a potential contingent liability on the Government, which 
means the taxpayers. 

It is also obvious that lack of a program presents alternative 
Government expenditures. 

And so one of the great questions is: Is it prudent to go forth 
with a new approach under the assumption that: A, one wants to, 
under reasonable projections, have it pay for itself; but B, if there 
are unreasonable situations that develop, will the costs be less than 
the alternatives? 

And I assume, based upon your testimony, which is presenting 
a little bit different alternative, that you accept the premise that 
the alternative approach is very expensive to the taxpayer and that 
moving people into an insurance setting is probably cheaper for the 
Government in the long run than otherwise. Is that a valid as- 
sumption? 

Mr. Eizenstat. Yes, sir. I think our feeling is that there are costs 
to the Federal Government associated with natural disasters in 
any event. That is one of the reasons that, under Mr. Witt's leader- 
ship, we are trying to develop proactive and preventive measures. 
We also believe that under the pricing that has been provided here, 
there should be no net cost to the taxpayer. 

Now, in something as uncertain as this, one can never be abso- 
lutely sure, but we think that it is likely tiiat there would be no 
net cost and that, as you properly point out, there are costs to 
doing nothing. 

Chairman Leach. Then the final premise that I would like you 
to address is that one of the extraordinary aspects of this country 
is that we have an insurance industry and then we have a reinsur- 
ance industry, both of which are quite vital. But it does appear 
that there is a circumstance of enormous national catastrophes 
that e\'en the insurance and the reinsurance indiistries have a dif- 
ficult time contemplating as both a reasonable business risk or 
cost-eiFective risk, and therefore, there is a role for Government to 
step in. Is that a valid assumption? 
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Blr. ElZENSTAT. Yes, sir. We think that there is a market gap 
here. One of the reasons that we stress and that the legislation 
stresses, the interim nature of this with, for example, a ten-year 
sunset clause, is because we hope that that gap will, over time, be 
filled by the capital markets. There is already a securitization mar- 
ket wluch is developing, and the reinsurance market is growing. 
But there is a gap, and that gap, we believe, ought to be filled in 
the interim. 

Chairman Leach. I thank you. 

Let me just conclude by saying I appreciate the introduction of 
your chart as symbolic of an approach that you think the commit- 
tee ought to seriously consider. I have a very open mind to that, 
and we will, in the wake of this hearing, look at this approach very 
seriously. 

Mr. ElZENSTAT. Thank you. It is really designed, Mr. Chairman, 
to try to make sure that there is a genuine cap, and our concern 
is simply that having the $25 billion cap with the notion that you 
would prorate additional disasters doesn't take into account the po- 
litical realities that when that second disaster occurs, the pressures 
will be enormous to pay the full amount out. We think this pro- 
vides a more certain cap at a somewhat higher level of assumption. 

Chairman Leach. Thank you, Mr. Secretary. 

Mr. LaFalce. 

Mr. LaFalce. Thank you very much, Mr. Chairman. 

I share your open-mindedness on this question and look forward 
to dialoguing with not only the Administration, but everyone to 
better grapple with these issues. 

I am not sure that I fully appreciate the Administration's per- 
spective, however. One of your concerns with the $25 billion cap is 
it may not effectively be a cap because it would not preclude future 
Congresses from acting to provide full repayment. 

Is there any less likelihood that the alternative you have sug- 
gested to us would preclude a future Congress from politically de- 
ciding to provide fuller payment than is required under that alter- 
native proposal? 

I don't quite see it. 

Mr. ElZENSTAT. Yes, sir. First, I want to thank you, again, for 
your very kind words. 

The difference is that the proposal in the bill is based on a pay- 
out concept. Ours is based on a sale concept, so that you can only 
oflFer for sale at the beginning of each year a certain amount of in- 
surance, and that would establish immediately a ceiling and then 
the Government would pick half of that up. So it would be very dif- 
ficult for a Congress to change that without literally amending the 
legislation in ways which we think would be much more difficult 
to do. 

Mr. LaFalce. I really don't see that. You know, this is a political 
question rather than a technical, legal question, and if there is a 
political desire to exceed a cap of $25 billion, I don't know why 
there would be any less of a political desire to exceed a cap based 
upon premiums that have been purchased. 

You know, I mean, I can just see it rirfit now. If there is a prob- 
lem in Florida, they are going to say, *The heck with it, we have 
got to get reimbursed." 
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Mr. ElZENSTAT. But there wouldn't be — insurance simply 
wouldn't have been out there. You won't have the insurance out 
there for that political pressure to apply against because you have 
only issued a certain amount of insurance since our base is, again, 
on an ofFer-and-sale opportunity, not on a pay-out opportunity. 

Mr. LaFalce. I understand that, but when we talk about coming 
to Congress for additional compensation, what insurance has or 
hasn't been out there oftentimes, in my judgment, would be irrele- 
vant. You would look at the political pressure; you would look at 
the need. This is my perspective, and maybe I am wrong; but I will 
talk with you, you know, further on it. 

There has been a lot of talk about the desirability of mitigation, 
and I don't know that this has been a primary province of the 
Treasury Department. I think that there are some others, whether 
it is the National Science Foundation or FEMA, who have been 
most especially concerned about this. Does the Treasury, though, 
believe that the mitigation measures generally can help contain 
property losses from natural disasters and thus help reduce poten- 
tial Federal reinsurance claims? And. should support for or involve- 
ment in loss mitigation efforts be a requirement for Federal disas- 
ter reinsurance for both States' disaster programs and private in- 
surance companies? 

Mr. ElZENSTAT. Before I respond directly to the mitigation, let 
me go back again to try to drive home why we think that although 
obviously there will be political pressures in both, it would be much 
more in the case of the cap that is in the bill. In the cap that is 
in the bill, people will have already paid premiums for the insur- 
ance that is out there, and they will expect a full pay-out. Under 
our proposal, there woiild be no insurance out there. 

Now, obviously there will be some pressures for relief, but the 
fact that you don't have a paid-out amount, we think will reduce 
the amount of political pressure. 

Mr. LaFalce. Well, right now, when there is political pressure, 
it is political pressure that has not been based upon insurance 
being out there. Correct? 

Mr. ElZENSTAT. Yes, but under the proposed legislation, you 
would have legislation out there and people would have already 
paid a premium for it and they are going to expect a full pay-out. 
That would not be the case again under ours. 

With respect to the mitigation issue, we think that the provision 
in the bill, which requires that in order to be eligible to participate, 
a State disaster insurance program must use at least 10 percent 
of its net investment income to mitigate losses is sound, with two 
additional items that we would like to suggest: 

First, that the language should require that any mitigation 
spending undertaken pursuant to the bill should be cost effective 
in its reduction of losses. In other words, it must take into account 
the financial interests of the State program in making the outlays. 

And second, that the mitigation spending financed by the provi- 
sion in the bill should be integrated with FEMA's ongoing efforts 
in this area. 

We know that this has been a special concern of yours and Rep- 
resentative Maloney, and we appreciate the work that you both 
have done. 
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With respect to the broader point that you make, you are abso- 
lutely right, and this is what James Lee Witt has done in, really, 
I think, turning FEMA around from simply being — ^and I shouldn't 
say that this is imimportant, it is terribly important — dealing with 
post-disaster situations. 

From 1989 through 1998, FEMA spent $1.7 billion on mitigation 
activities through the hazard mitigation grant program. But what 
Mr. Witt and the Administration are trying to do is deal with 
predisaster mitigation. In our fiscal 2000 budget, for example, we 
have a $30 million request for predisaster mitigation imder our 
project impact program, which has us working at the State and 
local level, and in particular with conununities, to make those com- 
munities more disaster resistant. 

So we think that this is a very important issue. It is a way of 
reducing the future costs and that the FEMA work should be co- 
CHrdinated with this legislation. 

Chairman Leach. Thank you. 

Mr. McCollum. 

Mr. McCOLLUM. Thank you very much. 

Secretanr Eizenstat, I certainly appreciate your being here today. 
I would like to emphasize that your testimony, on the whole, is 
very positive to going forward with legislation; and I think that 
your comments are on that Une very, very much needed and appre- 
ciated because you recognize and have brought to our attention 
that the Administration recognizes the tremendous need to fill a 
void that is here at the moment so that consumers in the affected 
States ultimately have insurance products and have reasonable 
rates and that we don't have this void. 

I wonder if you could elaborate in your own words, in a way, why 
and how consumers — that is, purcnasers of homeowners' insur- 
ance — ^would benefit firom the proposal that is before us and what- 
ever form it ccMnes out with, the details of the changes that you 
suggested, how and why woiild consumers benefit and why do we 
resSy need this legislation? 

Mr. Eizenstat. Congressman McCollum, first, again, I want to 
arolaud your work and leadership in this area. 

I think in several ways. First, we woijdd expect the additional 
Federal reinsurance to improve the availability of homeowners' in- 
surance, in particular, to ameUorate market contractions following 
a disaster, where you get a real spike in prices and it takes many 
years for that to go down. In the interim, homeowners have less 
access to insurance. 

In addition, we beUeve that the kind of Umited interim Federal 
reinsurance program that we envision and that is in this l^islation 
could encourage a reduction in instuance costs in many areas that 
would be a real benefit for average Americans. 

Bilr. McCollum. Well, I appreciate your summarizing that for us, 
because that is the bottom line. We may, and should, discuss, de- 
bate and come to some perfection of the final product; but in the 
end, we do have a great need for this at the moment, and hopc»fully 
it won't exist forever, but it is certainly there at the present time. 

With regard to the issue of the question of availability of insur- 
ance, if you are looking at it fiiom that standpoint and we want to 
have insurers make more insurance available to be sure they are 
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there, we need to have the program and the plan we put forward 
marketable; that is, that they will indeed buy the product, the rein- 
surance product. Do you believe that — ^with the new caps proposal 
that you have out, do you have reason to believe, from discussing 
with industry representatives, that the insurance industry as a 
whole would embrace this and find this to be, the product that we 
came out with, something that they want to purchase? Do you have 
any feel for that as opposed to the existing product? 

The reason I ask that is because we know we have worked 
through the current language with them, and as a whole, the in- 
dustry says we like it and we would buy the product. I am just 
wondering if your new cap proposal is something you had a chance 
to market through the industry? 

Mr. EiZENSTAT. This is, frankly, a new idea. It is one that we 
want to work with the reinsurance and insurance industry on. We 
think that it has many advantages. First, it very clearly, as the 
chart demonstrates, leaves a significant area above the deductible 
or the trigger for the private sector, because the Government is 
only picking up half the difference between a 1-in-lOO and l-in-500- 
year event. 

It has, we think, a reasonable deductible concept, very similar to 
that in the legislation. And it also would provide, as does the legis- 
lation, the ability to adjust the trigger so that, based on annual ex- 
perience, if we feel that there is any crowding out occurring, that 
can be adjusted on an annual basis. And we appreciate very much 
that the legislation has given the Secretary of the Treasury the 
flexibility to do that; that is very important, and we think that that 
will give us a market test of whether or not we have set things at 
the correct level. 

Mr. McCOLLUM. Well, I appreciate it, and my only comment and 
reason of asking this last question of you is that from my perspec- 
tive, I am very flexible about how this product is crafted, the pre- 
cise terms. I think we all need to be open minded about it, but I 
am most concerned that we craft a product that will be purchased. 

If indeed the insurance industry were to find something here it 
wouldn't buy, this wouldn't work. And, therefore, I think as we go 
through the next few days and weeks working this legislation to- 
gether, you and the committee, we need to make sure that if we 
make this change, or a change in this direction, that it indeed is 
something that insurers will purchase. 

Mr. EiZENSTAT. Well, we obviously share your same objective. If 
you have a product that doesn't sell, then you haven't accomplished 
anything. 

We think that ours does. And, again, the basic outlines of the 
legislation are ones that we feel comfortable with. The areas of con- 
cern, while they are significant, are ones we hope we can work with 
you on and work with the industry on. 

Mr. McCoLLUM. I really appreciate it. 

Thank you, Mr. Chairman. 

Chairman Leach. Well, thank you, Mr. McCollum. 

Mr. Vento. 

Mr. Vento. Thanks, Mr. Chairman. 

I just wonder with all the mergers of the larger insurance compa- 
nies and reinsurance, if there are some antitrust or other limita- 
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tions that sue {vevoitiiig — because, you know, even other compa- 
nies like Uoyds of London would run finom some markets. So. vou 
know, with the merger activity, it would be interesting to see why 
this isn^ taking idace. 

One oi the questi<ms I had is, the current flood insurance pro- 
grams that we now sponsor, will they be displaced or affected by 
this? Is this your view. Secretary Eizenstat, because they don t 
have a market for them today? 

Bfr. Eizenstat. No. And I think that in response to your initial 
concerns, the difficulty in this area, Mr. Vento, is the difficulty of 
{Hieing a risk that is so uncertain and so catastrophic. 

It is not a typical risk. It is not even, you know, a 1-in-lOO-year 
flood type of nsk, and I think it is that imcertainty which leads to 
the m^ioet gap. 

This would cover hurricane, earthquake and volcano, but not 
flood. So it would not displace the existing flood. 

Bfr. Vento. And straight-line winds, I might add, straight-line 
winds which we have b^n experiencing in Minnesota just lately. 
We lost a big swath throu^ the Boundary Water Canoe Area, 
about 30 miles long and 15 miles wide, about 20 million trees. 

Very few people Uve there, but it could have happened a little 
further south, too. It would have been different. 

One of the questions that I have is the relationship between U.S. 
Treasury reinsurance and the relationship between FEMA and the 
Congress in terms of purchasing. This sort of reminds me of the 
cn^ insurance issue in which everybody — you know, just a few 
farmers purdiased the crop insurance, but when we step in either 
through FEBCA or throu^ disaster assistance, everyone gets cov- 
ered. 

Mr, Eizenstat. WeH, again, FEMA has largely been dealing— al- 
tlwuigh again, under Mr. Witfs leadership, it is becoming much 
more preemptive — it has largely been deaUng with the humani- 
tarian omcems with disasters, relocating people, providing food 
and temporary shelter. 

But it doesn't deal and can't deal with the systemic problem of 
the sinke in rates which catastrophic events lead to whidi, in turn, 
leads in the long term to pricing people out of insurance. That is 
not a FEMA responsibility. 

At the same time, we think it is important to woi^ hand-in-glove 
with FEMA, particularly as it is trying to mitigate the likelihood 
oi these disasters. But this is an entirely different situation which 
gets to imperfections in the insurance market, and that is, again, 
not a FEMA responobility. 

Mr. Vento. Let me talk about one of those imperfections in the 
market. 

The effect of the Treasury borrowing rate and what our costs 
would be compared to — you know, the issue here is that — ^what 
your desire to do would be to sort of atrophy as the private market 
developed for reinsurance, I take it? 

Mr. Eizenstat. Well, again, we want to complement the existing 
reinsurance market. There is a reinsurance market; it is a very im- 
portant maricet. We want it to grow, and ultimately we want it to 
be able to take this responsibility over. We think that that can 
occur over a period of time. 
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Right now, there is a gap. The gap causes a serious problem for 
a tremendous number of American citizens. And as some Members 
have mentioned, the increase in the number of natural disasters 
that we have seen in this decade is really quite consequential. We 
can argue as to why that has occurred, but it certainly is factually 
the case. And so we want to give time for the capital markets to 
develop. We have every confidence that will occur, and therefore, 
the kind of sunset protection that is in the bill is important. 

And again, I want to stress, by giving the Secretary of the Treas- 
ury the flexibility to adjust the triggers, it gives us the capacity to 
make sure that if the reinsurance market is able, on a more rapid 
basis than one would anticipate, to fill these gaps, that there would 
be room to do so. The higher you place the deductible, the more the 
private sector can come in. 

Mr. Vento. Well, I am, you know, concerned, I think, as most 
are that because of the low borrowing rates at Treasury and other 
factors, that it just absolutely will not be able to work. 

But in any case, the other questions I think that we have, the 
measurements over the certain amounts I expect you rely on, 
FEMA estimates and other factors, but another question — ^with 
time running out here — ^is the question of vigilance of States and 
private sector entities, including the insurance industry, to avoid 
most high risk. In other words, that is to say, today they play a 
vital role in terms of building codes and mitigation and other fac- 
tors. By absorbing some of the risk, do we actually deter that? 

Obviously, when you look at the Florida situation, you have 
shown us three-quarters of the loss inures to the private sector, so 
you would think that would be enough. But insofar as we are tak- 
ing away some of the outer edge in terms of what that loss is, we 
are paying the last dollar on the most — well, not really the last dol- 
lar, but the last half in the example that you give for l-in-500-year 
experience; there still is a significant amount of— will that affect, 
in fact, the motivation or vigilance of the State and private sector 
to mitigate possible damage? 

Mr. ElZENSTAT. Well, that is the moral hazard issue, and we 
think that in a situation like this, when you are dealing with truly 
catastrophic situations and only truly catastrophic situations, that 
it would not in any way dampen the enthusiasm of local commu- 
nities to avoid, first of all, less catastrophic events, which are more 
likely to occur on a frequent basis, since this only again deals with 
the most catastrophic; and that for those terribly catastrophic 
events, that is an area where there is a market gap. 

And again, I would go back to what FEMA is trying to do. FEMA 
is working hand-in-glove with local communities to try to increase 
that capacity, and far from seeing — ^we would see no desire by local 
communities to reduce that. If this kind of legislation would pass, 
we think it would give a reassurance that those things against 
which, frankly, no community can protect itself, the absolutely to- 
tally catastrophic events, that this would not deter planning for 
things that were slightly less catastrophic. 

Mr. Vento. Thank you, Mr. Chairman. 

Chairman Leach. Thank you. 

The Chair would like to make an announcement. We do have the 
memorial service for Representative Brown. It begins at 11:00. So 
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I think we should recess for that service. I would also like to an- 
nounce that on the floor immediately after the service is the motion 
to go to conference on H.R. 10. I don't think that will take very 
long, but I will be obligated to be there for that brief period of time, 
and other Members are welcome. 

Mr. McCoUum will take the Chair, however, and will attempt to 
resume immediately after the memorial service. 

Mr. ElZENSTAT. Do you wish me to reappear? 

Chairman Leach. I would be delighted if you could stay. Is that 
possible, Stuart? 

Mr. ElZENSTAT. What time would that be? 

Chairman Leach. It would be a little before noon, I would think, 
we would reconvene. 

Mr. ElZENSTAT. I frankly will have to check if I can get with your 
staff. I will do the best I can. 

Chairman Leach. We will consult with you about that. 

Mr. Lazio. I wonder if I could just indulge the committee in case 
Secretary Eizenstat has to go? 

Chairman Leach. Surely. 

Mr. Lazio. There is just one question I wanted to ask him, which 
I think is important in terms of framework, and I won't go on any 
further. I wonder if I could ask your indulgence just for 30 seconds? 

Chairman Leach. Yes, of course. 

Mr. Lazio. I just want to ask the Secretary this question. 

One of the potential alternatives to dealing with the liquidity 
issue in the homeowners' insurance marketplace, Mr. Secretary, is 
this idea or concept of a tax fix to try to incentivize the accumula- 
tion of reserves by insurance companies with the idea that that 
would incentivize them, in turn, to write more insurance. 

I am wondering if you are familiar with the concept and, if you 
are familiar with the concept, if the Administration has a position 
on that? 

Mr. ElZENSTAT. First of all, we would be happy to work with you, 
and we know that Mr. Hill has also had some interest in this area. 
We have some serious concerns at this stage. We think it would be 
difficult to design an approach along these lines that limited its 
benefits to incremental actions, and that would not simply reward 
reserving that would have taken place in any event. 

In ad£tion, we have some significant reservations as to whether 
an approach could be adequately administrable. We think that the 
tax benefits are not well targeted and would not materially reduce 
the risk of insurance and solvency from a mayor catastrophic event. 
So it is something we are certainly willing to work with you on, but 
we have some very serious problems. 

Mr. Lazio. I thank you, and I thank the committee. 

Chairman Leach. Thank you very much. I am glad that the col- 
loquy was brought in. 

Mr. ElZENSTAT. I have a noon White House meeting, which I 
could try to have somebody else go to, Mr. Chairman. 

Chairman Leach. We will work with you during this break. 

The hearing is in recess pending the memorial service. 

[Recess.] 
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Mr. McCoLLUM. [Presiding.] The hearing will come the order. 
When we went to recess a few minutes ago for the memorial serv- 
ices for the late Congressman Brown, we were in the midst of the 
opportunity for Members to ask questions of Deputy Secretary 
Eizenstat. 

At this time, I will recognize the gentleman to my left, Mr. Be- 
reuter of Nebraska, for five minutes. 

Mr. Bereuter. Thank you, Mr. McCollum. 

Secretary Eizenstat, welcome. It is nice to see you in one more 
capacity serving our country, and I know you will do as superbly 
as you have done in all of your previous work. 

Mr. Eizenstat. Thank you. 

Mr. Bereuter. I was certainly intrigued, as other Members have 
expressed themselves, concerning the idea of capping the amount 
of insurance to be sold rather than the amount of payments to be 
made, and we want to follow up on that. 

I also was intrigued by the information that Mr. Royce was cit- 
ing, and by some of Mr. Hill's comments. 

I would just advise any Members and staff, hopefully that are 
here, that Mr. Blumenauer and I are well on our way to trying one 
more effort to reform the national flood insurance program, which 
Mr. Vento mentioned an hour or so ago. 

Mr. Kennedy and I have had two or three different efforts in the 
past — Representative Joseph Kennedy — and Mr. Blumenauer and I 
are working with Mr. Witt on that issue. So I want to inform and 
advise Members we may actually be able to introduce it next week. 

Mr. Secretary, Section 7 of H.R. 21 relates to the auctions of con- 
tracts for reinsurance coverage, and the regional auctions whereby 
this legislation would divide the States into not less than six re- 
gions, but specifying separate regions for some or all parts of both 
California and Florida. 

Now, most of the area of this country is basically exempt from 
catastrophic occurrences — no volcanoes, little likelihood of earth- 
quake, no hurricanes. This is a bit of a parochial question, but I 
am interested in how those regions would be formed, because the 
great majority of the country has no dangers from those types of 
cataclysmic events. 

For example, almost all the States in the interior of the United 
States would have no possibility for activities in those areas. 

Now, perhaps the most violent earthquake event in recorded his- 
tory, took place in New Madrid, Missouri, but I am frankly not in- 
terested in having my State or the other States of the region 
lumped in with that part of Illinois and Missouri that are affected 
by the earthquake, because it would, I assume, have quite an im- 
pact upon premiums paid and on the kind of coverage that might 
be available and the costs thereof. 

What can you advise, if anything, about how we can assure that 
an isolated situation like New Madrid is not going to result in all 
of those States sharing in the difficulties, potential difficulties, at 
a recurrence of New Madrid, where there are certainly indications 
that there will eventually be another very large quake or series of 
quakes, of paying the costs associated with that very isolated part 
of the interior of the United States? 
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Mr. ElZENSTAT. First, if I may just mention your work on flood 
insurance reform, which we certainly appreciate and would encour- 
age you to continue to work with Mr. Witt, this legislation should 
not affect that work. 

With respect to different regions, you are certainly quite right 
that different regions would be affected in very different ways in 
any auction system or in any regional system, because some are 
much more vulnerable than others to these kinds of catastrophic 
events. 

We would like to try to work with you and with the committee 
to see to it that States that do not suffer catastrophic events, or 
are most unlikely to do so, are not particularly disadvantaged in 
the way the regions are set up. This is, at the same time, also a 
State-by-State program. There is no requirement at all, it is not a 
mandatory program, that States have to pick up reinsurance; and 

Presumably a State like Nebraska, that felt like it was less at risk, 
oth its private insurers and its State program might decide that 
they don't wish to have this kind of protection. 

Mr. Bereuter. I think that is quite likely, and I would just be 
concerned that, in fact, the whole interior of the country really does 
not have a significant problem in this respect. But how those re- 
gions are drawn is something I am not sure I am willing to leave 
up to the Executive Branch. 

Mr. ElZENSTAT. Well, that is why I said we will work with the 
Congress to try to develop that; and we certainly would welcome 
working with you to draw those in a fair way. 

Mr. Bereuter. Thank you very much. 

Thank you, Mr. Chairman. 

Mr. McCOLLUM. Thank you, Mr. Bereuter. 

Mr. Lazio, do you wish to be recognized now? You would be next. 
Or if you wish to pass 

Mr. Lazio. I will pass. 

Mr. McCOLLUM. I guess Mr. Weldon, you are next in order. Mr. 
Weldon, for five minutes. 

Mr. Weldon. Thank you, Mr. McCollum. 

I appreciate the work you are doing on this issue. As you know, 
it is a very important issue, not just to the State of Florida, but 
to many other areas of the country. 

I want to thank Mr. Eizenstat for coming and testif)dng. I apolo- 
gize for missing your testimony. I assure you that I will be review- 
ing it. 

I would like to ask a question. I just got here. This may be a re- 
dundant question, but one of the concerns that has been raised to 
me, as I talk about this bill with other Members of the House, is 
the concern about the legislation encouraging more construction in 
areas that are at high risk. I want to get your opinion on that. 
Again, I apologize if somebody has already brought that issue up. 

Mr. ElZENSTAT. No, it is a very good question, and I think that 
the best response is the following: 

First, that one of the reasons we think it is important that there 
be, in a sense, a marriage between this legislation and the work 
that FEMA is doing is for precisely this reason. Under Mr. Witt's 
really sterling leadership, we are working with — I say, we — FEMA 
is working with local communities to deal with this very issue, in 
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advance of a catastrophe of overbuilding in high-risk areas. That 
is one of the key preemptive actions, so that FEMA is not simply 
responding in a post-crisis situation, but is also dealing in a pre- 
crisis situation. 

Second, we do not believe, given the nature of this bill which 
deals only with highly catastrophic situations, talking about things 
that are a 1-in-lOO to l-in-500-year cycle, are likely to discourage 
sound land use planning in high-risk areas. Those would be going 
on in any event. We are encouraging them; we think mitigation is 
terribly important, and the simple fact that you had this kind of 
reinsurance program, we don't think is going to lead people to start 
building in improper areas because they think that in some 1-in- 
100-year chance that Federal insurance may pick this up. 

There are sufficient incentives not to overbuild in those areas, we 
think, and that would be also reflected in pricing of traditional in- 
surance. 

So I don't think that this aggravates an already difficult problem. 
We agree it is a difficult problem and FEMA is trying to deal with 
that. 

Mr. Weldon. In a related vein, one of the reasons why I support 
this legislation is, every six months or so we are passing some sort 
of a disaster relief bill to bail out some section of the country, and 
if we were to get one of those 1-in- 100-year or l-in-500-year events 
it could even seriously strain the deep pockets of the Government 
of the United States to bail out, say, a major city that were se- 
verely devastated. 

Do you see this legislation as helping us prepare for that t3rpe of 
eventuality better? And if so, does that offset some of the concerns 
raised by, say, CBO scoring this thing the way they did? Then, as 
a corollary to that, the question I had was, what is the Administra- 
tion's position on the scoring issue? Does that affect their wilUng- 
ness to move ahead on this issue? 

Mr. EiZENSTAT. Let me give a couple of responses. 

First of all, one has to consider the costs of the alternative of 
doing nothing, and there are very real costs. The costs of spikes in 
insurance rates, of less homeowners' insurance and of the potential 
cost of the Federal Government having to deal with the costs of 
stabilizing a collapsing insurance market in the event that there is 
a cataclysmic event, those are all very real costs and some of those 
can be mitigated by this. 

Second, with respect to the CBO conclusion, the CBO itself ob- 
served that the budgetary impact is highly uncertain, and we are 
committed te a process that will yield as informed an estimate of 
expected losses as possible. We believe that we can develop a pric- 
ing formula that is fully protective of the taxpayer and that is free 
from political pressure. 

Our goal and our support of any legislation would be contingent 
on a no-net-cost analysis. 

Now, with respect to the issue of scoring, this is ultimately an 
issue for CBO and 0MB to work out, but in terms of cost, we be- 
lieve that there will be no net cost and that the pricing of these 
policies will take that into account and achieve that result. 

Mr. Weldon. Thank you very much. 

Mr. McCOLLUM. Thank you, Mr. Weldon. 
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Mr. Kanjorski, you are recognized for five minutes. 

Mr. Kanjorski. Thank you very much, Mr. Chairman. 

I am getting a little bit schizophrenic here, Mr. Secretary. The 
proponents of this legislation, to a large degree, are the very people 
that are constantly telling me to get Government out of and off the 
back of average people, and that Government can't do anything 
right and Government shouldn't be involved with the private sec- 
tor, can't operate; and we seem to be listening to some of your testi- 
mony, and some of their questions indicate that apparently there 
is a great need in the United States for Government to do other 
things that other people aren't doing or can't do; and that the pri- 
vate sector seems to be not omnipotent. And I am pleased to learn 
that because I tend to agree that there are roles for Government 
to function. 

But I am not sure this is one of the roles, the way this is struc- 
tured. The thing that bothers me about this is that if there is such 
a need for the private sector to have a secondary market, and it 
runs to the benefit of some of the people of this Nation that do suf- 
fer or are located in catastrophic occurrence areas, I was just read- 
ing in a piece this other day that indicated that 42 — no, I am 
sorry — 38 States of the Union have surpluses now running to the 
amount of about $33 billion. 

Since their budgets are all in balance and they have these tre- 
mendous surpluses, and I think one of those sheets states that one 
of those surpluses is the State of California, I think one is the 
State of Florida and I think one is the State of Texas. Now, that 
could be because they have such gigantic economies that they are 
running those surpluses and they have been so successful. 

Why aren't we looking at these three States that tend to suffer 
these catastrophic events more than other States in the Union as 
being much larger players and perhaps turn over to them and say, 
"Look, go create a secondary market for your area. You have got 
the funds. You are in surplus." 

Why should the taxpayers of the rest of the country be involved? 

Second, the thing that I really find disturbing about our private 
market supporters in the Congress is, they seem to lose their sup- 
port when there is an immediate impact on their constituents and 
they want the Federal Government to rush in an to be the savior. 
But what about the theory that as we create an artificially sub- 
sidized secondary market we are impacting the long-term natural 
private market forces of where people relocate to, what type of 
structures they build and where population shift will occur over the 
United States? 

It seems to me that if California is earthquake-prone, 32 or 34 
million people presently exposed are an awful lot, and we shouldn't 
probably encourage another 10 or 20 million people to move out 
there to be exposed, but we are going to certainly encourage them 
to move out there to be exposed if we are going to underwrite their 
risk and underwrite the State risk and we are going to subsidize 
the relocation of people from the heartland of America, or from 
more safe areas of America, to go to more risky areas. I think we 
have certainly seen that in Florida. 

Some of the studies have indicated to me that if we start this 
type of a program, even though it is now for residences, that 
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wouldn't solve the problem in Florida and in Hawaii in terms of 
commercial insurance. They are going to be back in the door the 
next day sa)dng, **We need commercial secondary markets so that 
we can sell our hotels, apartment buildings, and we can finance our 
commercial operations," and they are going to want a secondary 
market to accomplish that, too. And that totally destroys this whole 
concept in America that public policy and social policy should work 
closer in a free market system, that money is not going to flow into 
areas where it is more at risk and more expensive to make that 
investment, and that you will have a natural barometer or protec- 
tor of unusual growth if the Grovemment stays out of it. 

We are rushing right in and encouraging another 10 million peo- 
ple to move to Florida, and then we are coming along and we are 
putting $2 billion or $3 billion in to give them clean water so there 
will be enough water for those people down there to drink. We have 
to take care of the Everglades. I am not against it, but it is clear- 
ly — obviously these expenditures are occurring to match the un- 
usual development desires of States like that, States like Califor- 
nia. 

Now, I think this is not well thought out at this time. I think 
it is premature. I don't think it covers nearly enough. It is awfully 
nice that Florida is going to get covered for a hurricane that occurs 
with secondary insurance, but as that hurricane reduces to water 
and just travels up the East Coast and floods the East Coast cities 
of the United States, those people are going to get no benefits from 
this type of an insurance policy because they are going to be af- 
fected by the aftermath of a hurricane, which is flooding. 

On the other hand, the people that are in the tornado zone, they 
are not going to get any help because the tornado isn't quite as 
large as a hurricane or an earthquake. 

It just seems to me, if our friends, the private sector supporters 
on the other side, really think that the private sector has failed — 
and I don't think they have. I agree with some of the studies that 
indicate there is more money in our system right now to develop 
a very strong secondary insurance market in this country. And it 
would work well, not only for residences, but for commercial devel- 
opment and everything else; but it would be guided off the private 
sector, that the prices and the ranges would occur at the risk, and 
it wouldn't falsely impact on social relocation in this country. 

When the Government gets involved, we are going to impact 
falsely on social relocation in the country. We are going to be com- 
petitive with the private market and probably reduce its maturity, 
the speed with which it matures. But finally, we are going to put 
the taxpayers at risk again and certainly make people that are de- 
termined to live in distressed areas of the countiy, economically 
distressed areas, help bail out and pay for our friends that are 
going to bathe in the sun on islands that they should not have 
homes on or in locations that shouldn't have been developed origi- 
nally, and where there should be a risk, but we are going to sup- 
port. 

I have some friends that are just going to North and South Caro- 
lina on the Banks and they are going to enjoy living in those mil- 
lion dollar homes that are out there that get wiped out every seven 
years that we pay for and subsidize so that that distressed residen- 
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tial portion of our population can live on sandbars that were never 
intended to be habitats for the human animal. 

I am just wondering, is the Administration prepared to give a cri- 
tique that really goes to the depths of this issue; or is the Adminis- 
tration going to allow our privateers on the other side to be hypo- 
critical and inconsistent in their positions and call for Government 
help when they want it, and they will support their interests and 
their constituents in the short term? That is totaUy contrary to the 
free market system. 

Mr. Weldon. Would the gentleman yield? 

Mr. McCOLLUM. The gentleman's time has expired, but Secretary 
Eizenstat may respond if he wishes. 

Mr. Eizenstat. I would hope there would be an alternative be- 
tween those two extremes. 

I appreciate the concerns you have raised. They are all Intimate 
concerns, and let me try to deal with them. You raised a nxunber 
of issues. 

First of all, in general, in a commercial area, the Federal Govern- 
ment ought to be involved only when the private market fails to 
satifi^ a need; and here we believe that there is a gap and that 
gap is occasioned by the inherent difficulty of private insurers and 
reinsurers to be able to handle the characteristics of enormous nat- 
ural disasters, not your day-in/day-out hurricane or problem that 
occurs, but truly catastrophic situations. It is in those instances 
where we think the Federal is useful. 

Second, that role ought to be interim, it ought to be limited, and 
as I mentioned, I think, before you came in, Mr. Kanjorski, that by 
having the flexibility of adjusting the trigger or deductible — and we 
would also ask that we have a similar flexibiUty on the cap— you 
can on a year-to-year basis adapt the program so that if the private 
sector b^ins to fill that gap, which we believe it will — there is now 
a reinsurance industry and it is growing — then the Federal role 
would diminish over time. 

Second, you mentioned the issue of States, and you mentioned 
both surpluses and why should taxpayers elsewhere deal with 
three States. Well, we are, after all, the United States of America 
and what affects some States in a catastrophic way needs to affect 
us all. 

Mr. Kanjorski. Under devolution, you still think we are the 
United States of America? 

Mr. Eizenstat. Yes, sir. 

I also would urge that what happens in catastrophic events in a 
couple of States — ^and you are quite right in saying that that is 
where the majority of problems are, does have an impact nation- 
wide. It has an impact in terms of cost of insurance. It has an im- 
pact in terms of diminishing the amount of reinsurance that is 
available for less catastrophic events aroimd the coimtry, because 
you will have drawn down the pool of private insurance to such a 
d^ree. 

So this is not an isolated event for a couple of States. It will have 
a pervasive effect across the coimtry. 

In addition, although there are healthy surpluses in many 
States, due to both good fiscal management and, we think, to the 
remarkable economy that we have had over the last seven years of 
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this Administration, those surpluses, particularly when taken on a 
State-by-State basis, would be dwarfed by the impact of cata- 
strophic events. That is one of the reasons that FEMA has to come 
in, why there is pressure for Federal emergency assistance. But it 
would be dwarfed, and we think that 

Mr. Kanjorski. $33 billion is more than what your cap is on 
this. 

Mr. EiZENSTAT. Well, you have accumulated the surpluses in 38 
States. I mean, the disaster would occur not in 38, but in one or 
two. So if you look at the surplus in any one particular State, it 
would be minuscule compared to the enormity of the costs of the 
catastrophes. 

Then last, on the issue of subsidizing movement, I would answer 
in a couple of ways. First, we believe that the robustness of the 
pricing process in the legislation — and that we would hope to have 
delegated as well — will create an absence of incentives to locate or 
relocate to high-risk areas. It is a legitimate concern, but pricing 
in all insurance markets should be set according to market prin- 
ciples and that certainly applies here. 

Second, in terms of homeowners, which is what this covers, I 
have to say that it passes me that a person is going to decide, or 
a family is going to decide, to move to Florida or to California or 
another high-risk area. North Carolina, simply because or even sig- 
nificantly because there may be a Federal reinsurance program, 
which I daresay most will have no idea about. 

So I don't see it as a way of subsidizing movement to high-risk 
States but, again, the pricing process here is a very robust one and 
that can take care of a lot of the concern you legitimately have 
about building in high-risk areas. 

Mr. McCOLLUM. Thank you very much. 

Your time has expired, Mr. Kanjorski. 

Mr. Hill, you are recognized for five minutes. 

Mr. Hill. Thank you, Mr. Chairman. 

And, Mr. Kanjorski, it is interesting, hearing you argue against 
Grovernment intervention and hearing my Republican colleagues 
argue for Government intervention. I am going to advocate for my 
principle, which is, the markets ought to be allowed to work. 

First, let me compliment you, Mr. Secretary, on the ideas that 
you brought to the table here with regard to the trigger mechanism 
and setting the limit of insurance, changing the concept from put- 
ting limits on how many payments would be made to the amount 
of insurance that is sold, eliminating the concept that we would 
somehow prorate the payment of claims, which would be an abso- 
lutely unworkable proposition in the event there were multiple 
events. I think those are all good ideas, and I want to compliment 
you. I am not sure I am ready to embrace all elements of that, but 
I think that they are constructive. 

I also believe we should eliminate State-by-State auctioning and 
go back to regional auctions and allow those States funds to com- 
pete with private markets if we are going to auction reinsurance. 

The problem that I am having with all of this is that the market- 
place for insurance is this: There are primary insurance companies; 
they are the closest to the consumer. Then we have the reinsurance 
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marketplace. And now we are proposing a third tier, which is a 
Grovemment insurance mechanism. 

If we want to have more insurance available to consumers at 
lower prices, then we should strengthen the primary market's abil- 
ity to deliver insurance to its customers. This is kind of trickle- 
down economics, if I might use a term that Mr. Kanjorski would 
probably more often use, and that is, if we make the reinsurance 
mechanism work better, somehow consumers are going to buy in- 
surance cheaper. Maybe they will; maybe they won't. But if we 
make the primary insurance market mechanism work better, you 
know that you are going to have lower cost of insurance to consum- 
ers because that is how the marketplace is working today; which 
is why I have proposed an idea of allowing primary insurance com- 
panies to prefund their loss reserves, which will strengthen them 
economically and eliminate the instability associated with the im- 
pact of catastrophes on their books of business, on their balance 
sheets and on their income statements. 

I would just urge you again to look at that and to study the idea 
as we move forward. 

One of the concerns I have about this whole mechanism is that 
in the areas where we have catastrophic exposures, we have over- 
exposed insurance companies. That is why we were in here arguing 
for reinsurance. We have companies that have too high concentra- 
tions of risk, and we have an absence of competition in the market 
because other people don't want to enter in. 

If we sell reinsurance to those companies, what we are doing is 
simply giving them the ability to write more insurance in a market 
where they are already overexposed, making them even more de- 
pendent on this Government solution. 

Would you agree with that? Do you agree with that concern? Do 
you see that as being a potential perverse outcome of this whole 
thing? 

Mr. ElZENSTAT. Well, I understand the concern you are express- 
ing, and we certainly feel that it is important to have a strong pri- 
mary insurance system. I am not sure that I would necessarily 
share the concern that you express, because I think that the pric- 
ing mechanism that will be used will act as a disincentive to over- 
extending one's self in terms of reinsurance; and in some respects 
the argument you are making would apply, as well, to the private 
reinsurance market. I mean, it is an argument against any reinsur- 
ance. And given the layers of liability that exist with respect to cat- 
astrophic — ^and again, please remember, as you know — I mean, you 
have been a leader in this and I know from my conversations that 
you are highly expert — that this is not the day-to-day reinsurance 
situation. We are dealing with highly unlikely events of a truly cat- 
astrophic nature. 

So I think the concerns you expressed will both be taken care of 
by the pricing mechanism and by the fact that this is a highly un- 
usual situation, only dealing with circumstances that occur in prob- 
able circumstances. 

Mr. Hill. Mr. Secretary, let me just draw your attention to one 
example and there is one particular insurance company that is a 
strong advocate of this program who, before the creation of the 
Florida fund and the California fund, had nearly its entire surplus 
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at risk under a probable maximum loss situation. And so they were 
very active in the creation of the California and the Florida pools, 
and as a consequence of that, shifted risk dramatically to those 
two. They laid off their exposure to those two cat funds. 

As a consequence of that, were there lower premiums? No. 

Was there increased capacity in those markets? No. 

Was there any reduction in the exposure to FEMA in those mar- 
kets as a consequence of that? The answer is no. But the share- 
holders more than doubled the value of their stock as a direct con- 
sequence of those two interactions by Grovemment agencies. 

Is that what we are after? Is it after rewarding the shareholders, 
or is it after creating a more stable insurance market, lower costs 
and more available insurance for consumers? 

Mr. ElZENSTAT. It is certainly the latter. We want to improve the 
availability of homeowners' insurance. We want to encourage a re- 
duction in insurance costs and we want to make sure that following 
a disaster, you don't have a tremendous contraction in the market 
for insurance. That, we have found by experience in Hurricane 
Hugo and others, does occur. 

So it is certainly the latter and not the former. 

Mr. McCOLLUM. Thank you. 

Thank you, Mr. Hill. 

Mr. Lazio, you are recognized for five minutes. 

Mr. Lazio. Thank you very much, Mr. Chairman. 

Again, I want to thank you, Mr. Secretary. I know you have had 
some excellent questions here and you have handled them extraor- 
dinarily well, particularly because I didn't expect that you had the 
depth of knowledge that you have on the issue, and so I am very 
impressed. 

We have, as I said before, had numerous committee hearings on 
this subject, reported this almost identical bill out last year by a 
vote of 33-to-12. It was a bipartisan bill. Many of the issues that 
are being raised now have been raised in the past. 

I just want to briefly recount why it is so important for us to act. 
It is not about the profitability of the reinsurance industry. It is 
not about the profitability of the primary insurance industry. It is 
about families who have settled close to or near areas that are vul- 
nerable to natural disaster; and as I said in my opening remarks, 
in a couple of short years, 75 percent of our population will be 
within 100 miles or less of a coastline. 

For somebody who loses their home in a natural disaster, who 
does not have the ability to insure or does not have the ability to 
sell their homes to somebody who can get insurance, for a lender 
who cannot secure their money, that would indicate a potential and 
likely, as a matter of fact, collapse of the real estate market, a 
plummeting of values, unbelievable unintended consequences as 
you have this devastation of value, reaching all the way to a tax 
base that is affected — ^particularly in my area, a property-tax-based 
area that is based on value — that you can have school districts, 
municipalities, terrible ripple effect through an entire community 
that would require, in my opinion, in the case of a very large natu- 
ral disaster, extraordinary Federal intervention that affects every 
single taxpayer from every single State. 
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So I want to get away from this whole idea that it is only a few 
States that are affected by this. It is a national issue. It is a na- 
tional issue because it affects the solvency of insurance companies 
at a rate throughout the entire Nation. It is a national issue be- 
cause every taxpayer throughout every State in the country will 
have to absorb the costs of coming in and supporting a community 
that has been hit with a storm of the magnitude that we are talk- 
ing about. 

So I wanted to just to mention that and maybe get your comment 
on that, and also on a couple of other things. I have noticed in your 
comments, and I appreciate them, that you have mentioned that 
we are in no way in this bill trying to prohibit the growth of the 
capital markets in terms of providing reinsurance capacity. 

As a matter of fact, I believe because of the ability for it to grow 
within the constraints of this bill, that we may be encouraging and 
do encourage the capital market reinsurance industry, and I am 
wondering if you can speak to that. 

Let me stop there and then I will go on to some other questions. 

Mr. ElZENSTAT. Thank you very much for your statement, and I 
ascribe to a great deal of it. 

I believe it is a national problem. As I mentioned in my response 
to Mr. Kanjorski's question, the impact of catastrophes is not lim- 
ited to just those States in which it occurs. 

It has an impact to the insurance market, on the solvency of in- 
surance, on the availability of insurance, on the availability of rein- 
surance all over the country. We end up picking that cost up. If we 
are dealing with the solvency of insurance companies, that cer- 
tainly would be a national issue and that will be a problem if we 
continue to have the kinds of catastrophes that we have had and 
we don't have some kind of a program in place. 

Second, with respect to the issue of capital markets, we obviously 
feel very, very strongly about encouraging the growth of capital 
markets and one of the things that we see as most positive is the 
growth of securitization that is occurring in this market, which in- 
dicates that there is the beginning of the development of a very 
healthy capital market. 

Nothing that we have proposed would in any way deter that. 
Quite the contrary. Indeed, in the cap that we talked about, our 
concept of the cap where you basically are having the Federal Gov- 
ernment pick up 50 percent of the difference between the 1-in-lOO 
and l-in-500 year event, you are specifically leaving that other half 
for the private sector as well as the deductible. 

One of the positive aspects of this legislation is that by allowing 
the trigger to be adjusted on an annual basis, as the private mar- 
ket grows, so too can that deductible, and we can find private mar- 
ket taking over. 

We also have had conversations with market participants that 
suggest that the standardization of contracts would actually be 
helpful in encouraging market development. And developing the 
kind of infrastructure data that will be needed to make this pro- 
gram work, the kind of modeling will also be helpful to the private 
sector because the private sector also is improved to the extent that 
it has good data and good information available. And developing 
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the modeling for pricing and so forth that will be necessary, that 
also will facuitate the growth of the private market. 

Mr. McCOLLUM. Secretary Eizenstat has indicated that he has to 
leave at 1:00. The only questioner remaining here is Mr. Royce, if 
he wishes to ask any questions. 

Mr. Royce. No questions. 

Mr. McCOLLUM. Thank you for being here today and laying out 
the Administration position, and we look forward to working with 
you. Thank you again. 

At this time as Mr. Eizenstat departs, I would like to introduce 
panel two and ask them to take their seats. On this panel is Roger 
Joslin, State Farm Fire and Casualty Company; Ronald Hanna, 
Mississippi Insurance Department; Frank Nutter, Reinsurance As- 
sociation of America; Don Beery, Eustis Insurance, Inc.; Mary Fran 
Myers, Natural Hazards Research and Applications Information 
Center, University of Colorado; Travis Plunkett, Consimier Federa- 
tion of America; and Jack Weber, Home Insurance Federation of 
America. 

I want to welcome all of you to this panel today. We will begin 
with Mr. Joslin. We will submit your entire testimony to the record 
and you may summarize. Mr. Joslin, you are recognized. 

STATEMENT OF ROGER JOSLIN, CHAIRMAN OF THE BOARD, 
STATE FARM FIRE AND CASUALTY CO. 

Mr. Joslin. Thank you. I am Chairman of the Board of State 
Farm Fire and Casualty Company, the largest writer of home- 
owners' insurance in the United States. More significantly, the 
State Farm Group is the largest writer of homeowners* insurance 
in catastrophe-prone areas. 

We appreciate and applaud the bipartisan consideration and sup- 
port of H.R. 21, from the Chairman, the Ranking Member, Rep- 
resentatives Lazio, McCollum, Bentsen and others. H.R. 21 em- 
bodies sound principles. First, the resources of the Federal Govern- 
ment should come into play only very rarely, yet the trigger should 
not be so high that the marketplace perceives the program as an 
illusion. 

Second, the price should properly reflect expected losses. Catas- 
trophe-prone areas should not be subsidized. The Federal Govern- 
ment's contribution is the proper one because of its superior capac- 
ity to absorb the timing risk of mega-catastrophes. In analyzing the 
Federal Government's participation in this issue, we should not be 
confused by arcane insurance terminology. If the average expected 
annual loss is 1 percent of the nominal coverage, an 8 percent rate 
on-line is 8 times the annual average loss cost. I have trouble with 
my own staff getting them to convert rate on-line to a percentage 
of premium paid or to a multiple of the expected annual loss. 

Third, the backstop mechanism should have certainty and con- 
tinuity so as not to evaporate during or following a msgor event. 
The possibility of proration of claims during an event is very unset- 
tling. Eliminating that uncertainty enhances the desirability of the 
coverage. As we know, the percentage of the U.S. population mov- 
ing into disaster-prone areas is large and growing. Climatologists 
fo ast an increase in hurricane frequency and intensity. Hurri- 
< ties threaten msgor population areas. Events of this magnitude 
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far exceed the claims-pa)dng capacity of most private insurers serv- 
ing these markets and all existing State funds. 

After Hurricanes Iniki and Andrew in 1992 and the Northridge 
Earthquake in 1994, homeowners' insurance markets and, as a 
consequence, real estate markets in Hawaii and major parts of 
Florida and California became dysfunctional. State-sponsored 
mechanisms to assume and pool the most severe of these risks 
helped reopen markets, but they are barely able to respond to 
events the size of Andrew and Northridge, let alone the very pos- 
sible much larger catastrophes. They would for many years have 
almost no ability to cope with a second event. 

Theoretically there is more than enough capacity, meaning cap- 
ital, in the private markets to insure or reinsure the worst of natu- 
ral disasters. This theory fails in practice. Primary insurers in the 
aggregate have substantial capital, but relatively little of it is de- 
voted to homeowners' insurance in mega-catastrophe-prone areas. 
Many companies either do not write homeowners' insurance at all 
or avoid catastrophe-prone areas. A few years of profitability with- 
out a Northridge or an Andrew magnitude event certainly does not 
diminish the need for a Federal backstop for a 1-in- 100-year event. 
Except for one event. Hurricane Andrew, Florida's property insur- 
ance had been very profitable. That one event, however, consumed 
more capital than State Farm Fire and Casualty had accumulated 
countrywide in more than 60 years. Private reinsurance is not the 
answer. Reinsurers have a relatively small capital base and they 
must reasonably balance their portfolio, reinsure commercial insur- 
ance, provide for quota share programs, and so forth. Excess-of-loss 
coverage is certainly not the sole product that is available from re- 
insurers. 

The capital markets have not solved the problem. Few financial 
resources have actually reached the catastrophe insurance market. 
Price and transaction costs have been high. And whether these se- 
curities would be available after a major event hasn't been tested. 
Actually, we call this a career ending decision. Who bought these 
dumb bonds in the first place? 

Some people erroneously describe insuring for catastrophic loss 
as accumulating over a period of years the amount of money nec- 
essary to pay the loss. Unfortunately, a 100-year or a 10,000-year 
event can occur in the first year. No private enterprise can earn a 
competitive rate of return in the business of insurance sitting on 
this quantity of stagnant capital. Moreover, the United States tax 
policy further aggravates the problem. In most years insurance of 
high magnitude, low incidence events generates tax liabilities on 
profits that do not exist. A tax-based solution seems politically un- 
likely. If anything, tax policy has become less favorable in recent 
years. In 1997, the loss carry-back provision was reduced from 
three to two years and the Administration actually proposed reduc- 
tion of the carry-back to a single year. 

We believe H.R. 21 is a step in the right direction. It provides 
consumer friendly pricing for reinsurance for State funds set up to 
insure or reinsure catastrophic risk. The provision establishing an 
auction of excess-of-loss contracts is a helpful innovation. H.R. 21 
could be strengthened and we are pleased that the Treasury De- 
partment suggested ways to strengthen H.R. 21 to make the pay- 
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ment of losses more certain under the program and to better pro- 
vide for the possibility of a second event. 

In conclusion, a 100-, 500-, 1,000-, 10,000-year event by defini- 
tion occurs very rarely, yet it could occur tomorrow. Now is the 
time for Congress to act when the country is free from the trauma 
of a major catastrophic event. 

Thank you, Mr. Chairman. We are delighted to work with you in 
any way possible. 

[The prepared statement of Roger Joslin can be found on page 
242 in the appendix.] 

Mr. McCOLLUM. Thank you. 

Mr. Hanna, you are recognized for your statement. 

STATEMENT OF RONALD E. HANNA, DEPUTY INSURANCE 
COMMISSIONER, STATE OF MISSISSIPPI 

Mr. Hanna. Thank you, Mr. Chairman. 

I am the Deputy Insurance Commissioner for the State of Mis- 
sissippi, and we appreciate the opportunity to come up and make 
our comments on H.R. 21. 

As you know, Mississippi borders the Gulf of Mexico and has a 
long history with hurricanes, including Hurricane Camille, which 
killed 144 residents and caused $1.3 billion in property damage in 
1969. A list of the ten hurricanes damaging our State and dating 
back to 1893 is attached to my written comments for your informa- 
tion. 

Along our three coastal counties, property owners have a limited 
selection of companies from which to purchase coverage for their 
homes. Six property insurance companies write 90 percent of the 
voluntary homeowners' ix)licies on the Gulf Coast. Three companies 
write over 50 percent of the business in that area, that being State 
Farm, Allstate and Mississippi Farm Bureau. Their presence is 
vital to maintaining market stability. The State of Alabama has re- 
ported to our office that only five property companies are estimated 
to write 90 percent of the homes in that area. 

The Gulf Coast is a very volatile insurance market. Many compa- 
nies are continually changing their underwriting strategies. This 
cycle creates a disruptive market and reflects the underl)dng issues 
of property companies unable to commit to a consistent pattern of 
controlled growth. The Mississippi Windstorm Underwriting Asso- 
ciation, a market of last resort for residents unable to obtain tradi- 
tional insurance coverage, has more than doubled in size since 
1993. This is as a result of tremendous growth in the area and the 
limitations on access to commercial insurers. 

One of the most important factors in determining the availability 
and affordability of homeowners* insurance is the ability of the pri- 
mary carrier to obtain reinsurance. Because State regulators do not 
approve reinsurance rates and most reinsurers are located outside 
the United States, I cannot provide you with firsthand reports 
about reinsurance markets or reinsurance capacity. 

From the insurance executives I speak with, they report that the 
current market for reinsurance is "soft." Mississippi Farm Bureau 
Mutual Insurance Company is the largest property insurance com- 

ly domiciled in our State, and those officials report they can buv 
•e reinsurance than they did several years ago at a lower overall 
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cost. They have determined that this is due to the decrease in the 
number and severity of catastrophes around the world in the last 
several years. 

However, this has not always been the case. Several years ago 
when a series of natural disasters occurred both here and abroad, 
there was great concern about shrinking reinsurance markets and 
the escalating prices primary insurance companies had to pay for 
reinsurance coverage. There is no question that a series of future 
catastrophes could once again affect the availability and afford- 
ability of reinsurance. 

The Mississippi Insurance Department supports the efforts of 
Congress to enact a Federal reinsurance program. This plan should 
reduce the erratic pricing and availability of reinsurance which will 
likely result in a more stable primary homeowners' insurance mar- 
ket. As regulators, a stable market should be one of our most im- 
portant priorities. Where there may be some technical issues with 
H.R. 21 that need to be resolved, the basis for the legislation is 
sound and we encourage the committee to move forward with en- 
actment. 

We cannot afford to have another series of insurance insolvencies 
similar to those which occurred in Florida after Hurricane Andrew, 
which were mentioned this morning. The Florida Insurance De- 
partment reported to you in recent testimony that they placed elev- 
en insurers in rehabilitation or liquidation as a result of the storm. 

It is hard to imagine the number of insolvencies we will experi- 
ence if there is a 1-in- 100-year storm which hits a more densely 
populated area of the United States. Certainly such an event would 
do great damage to the market throughout the country. H.R. 21 
can help to address this critical issue. 

Hurricanes, in most cases, are multi-State events. This means 
that it is likely that insurance markets in several States can be af- 
fected by a single storm. Even when the damage is confined to a 
single State, the effect of the insurance market can be regional as 
was the case with Andrew. It makes sense that there is a Federal 
program to deal with the problem comprehensively rather than 
leaving each State to handle the crisis alone. 

As the committee deliberates on H.R. 21, I would like to ask you 
to consider a particular issue concerning the sale of reinsurance 
contracts sold through the Federal auction. Under the current lan- 
guage contracts are sold on a regional basis. Companies which only 
write in Mississippi, for example, would be required to purchase 
contracts covering losses that might occur in neighboring Alabama 
or Louisiana even though they write no business in these areas. A 
fairer option would be to allow these companies to purchase cov- 
erage priced solely on the basis of their single State exposure. This 
approach would be fairer to all parties, but particularly to smaller 
domestic insurers which might otherwise not have sufficient incen- 
tive to participate in the program. It is also important that the 
trigger in the bill be kept at a reasonable level for the same pur- 
pose. 

In closing, I would like to commend the committee for addressing 
this matter, which is a real concern to the residents of the Mis- 
sissippi Gulf Coast. We look forward to working with the commit- 
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tee in providing whatever technical assistance you may require for 
the success of tnis program. Thank you. 

[The prepared statement of Ronald E. Hanna can be found on 
page 247 in the appendix.] 

Mr. McCoLLUM. Thank you very much, Mr. Hanna. 

Mr. Nutter, you are recognized. 

STATEMENT OF FRANKLIN W. NUTTER, PRESffiENT, 
REINSURANCE ASSOCIATION OF AMERICA 

Mr. Nutter. Mr. McCollum, thank you very much. We appre- 
ciate the leadership that you and Mr. Lazio have shown on this leg- 
islation. While it may seem counterintuitive to some on behalf of 
the reinsurance industry, we are here to endorse H.R. 21 as the 
foundation for a Federal role in financing catastrophe risk. We be- 
lieve that the Federal Government must be involved as a necessary 
component of any solution to this problem. We have expressed to 
you privately, and again this year publicly, the need for reexamin- 
ing tne capacity in the insurance and reinsurance industry and set- 
ting the triggers associated with this legislation so that you neither 
infringe upon the private market nor expose the Federal Govern- 
ment to unreasonable risk. 

For those of us that are supoortive of this legislation, the capac- 
ity is probabW the most critical issue and I have supplied with my 
testimony information about the cxirrent state of me reinsurance 
market so that you have that information. That includes a report 
from U.S. Re which has been cited several times over the years as 
a source of information about the capacity. And they report that as 
of this time, July 1999, that there are $13 to $15 billion of excess- 
of-loss reinsurance being written in r^ons throughout the country, 
that you could add an additional 40 percent to that for other forms 
of reinsurance providinf^ catastrophe protection per r^on, and in 
their view you could ada anotl^r $1 bulion of capital market capac- 
ity being written. 

Two States, Louisiana and New York, have examined this ques- 
tion and both have concluded that there is an overcapacity in tbe 
reinsurance market Some have raised a question of whether or not 
this legislation is just about tl^ cost of reinsurance. We have also 
suppliol the committee as part of the testimony the trends in rein- 
surance pricing which show that for the ninUi consecutive soni- 
annual pmod, catastrophe r»nsurance pricing has dropped. Prob- 
ably the best example cf that is tbe Caliromia Earthquake Author- 
ity, whidi has gone to the market for both this year and next ai^d 
fiHmd a 40 p«rc«it drop in reinsurance catastrophe pricing since 
the first year, 1997. 

In our view the marketplaoe has woiked in its dassk way. Yes, 
there were disniptkms in the Florida market after Hurricane An- 
drew, but what Ibat did was attract new ouDadty to that market 
That additiooal o^Hici^ caused ivioes to deaine over time as com- 
panies competed for this business and new iMroduds in the capital 
martoel arose. 

We have also pointed out that the primary marioet is r&cy well 

'to deal with catastrophe exposure to a certain degree. 

the primary market has bcmie betwe^i two-thirds and 

of the catastn^phe losses with the rest being passed 




Digitized by 



Google 



37 

on to the remsurance maiiDet. We dte in the testimony the Whar- 
ton study which has been referred to by omimittee Members as a 
recent release looking at their approach or their analysis of the in- 
siirance industry's ability to pay for the big one. The essence of 
their conclusion is that the insurance industry has more than ade- 
quate capacity to pay at least 98.6 percent of a $20 billion loss aiMl 
for a $100 billion loss, 92.8 percent. They do talk about gaps in ca- 
tastrophe risk, but what they also say is that there are opportuni- 
ties here for the capital markets to fill those gaps. 

We believe that the capital markets indeed are potentially going 
to revolutionize the securitization of catastropihe risk and slibmd be 
considered by the committee. 

I would also like to commend the States for what they have done 
in working with consumers and with the insurance industry in 
dealing with this problem. Many States have been aggressive about 
looking at options in coverage and options in deduct£les and bring- 
ing prices in line with exposiue which have revitalized catastrophe 
markets, and again the New York and Louisiana reports are prob- 
ably excellent examples of that. Notwithstanding what I think is a 
very positive picture, there are fundamental prdblems dealing with 
the threat of a mega-catastrophe facing our country, one that ex- 
ceeds the resources of the insurance and reinsurance industry and 
one that requires Federal involvement, and we encourage the com- 
mittee to act on this legislation in that r^ard. 

I would like to make a point about something that will be 
brought up on this panel and that is this concern that by raising 
these triggers to something as high as a l-in-250-year event, that 
that is an outrageous figure. The source of that suggestion actually 
is from A.M. Best, which is the premier rating organization for this 
industry. It rates companies that are commonly familiar with A- 
plus companies such as State Farm and Allstate. This is taken di- 
rectly from A.M. Best guidance to companies about their reinsur- 
ance programs: 

'^e evaluate each compan^s reinsurance program to determine 
if it is appropriate and has good credit quality. To be considered 
adequate for catastrophe protection, a program needs to protect a 
company from impairment or insolvency, from large shop losses 
such as a 1-in- 100-year windstorm or a l-in-250-year earthquake.'* 
In addition, before this committee last year the California Earth- 
quake Authority testified that, this is what Mr. Knowles said, "I 
would say that the CEA is up and running and has dramatically 
reversed the problems of constricting the homeowner in earthauake 
markets in California and we can stand two 250-year prooable 
maximum loss events." 

The point is that it is the credit community. It is the rating com- 
munity that has encouraged consideration and in fact encouraged 
companies to provide protection against these very high level 
losses. The l-in-250 or the 1-in- 100 are just statistical probabilities. 
They do not reflect reality. As Mr. Joslin has said, these events 
could occur today, they could occur three times in the next ten 
years, and we have to be prepared for dealing with just exactly 
that. 

I would conclude, Mr. Chairman, with this comment. Low trig- 
gers encourage some insurers to push catastrophe risk into new 
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State insurance programs, and that risk will be passed on to the 
Federal Grovernment. Low triggers, like low deductibles in insur- 
ance policies, raise the cost to consumers in the States. Low trig- 
gers expose the Federal Government to higher cost of natural dis- 
asters. And low triggers create incentives for (Jovernment solutions 
and high triggers create incentives for private sector solutions. We 
too look forward to working with the committee to find the right 
approach. 

[The prepared statement of Franklin W. Nutter can be found on 
page 252 in the appendix.] 

Mr. McCOLLUM. Thank you very much, Mr. Nutter, for that tes- 
timony. 

Mr. Beery, you are recognized. 

STATEMENT OF DONALD E. BEERY, VICE PRESmENT, EUSTIS 
INSURANCE INC., ON BEHALF OF THE INDEPENDENT INSUR- 
ANCE AGENTS OF AMERICA 

Mr. Beery. Thank you, Mr. Chairman. I appreciate the oppor- 
tunity to come to the committee and talk. My name is Don Beery. 
I am an insurance agent. I am a partner in Eustis Insurance in 
New Orleans, Louisiana. I also serve as the President of the Inde- 
pendent Insurance Agents of Louisiana. I have heard a lot of com- 
ments this morning and this afternoon about whether reinsurance 
is available, unavailable, cheap, expensive. All I can tell you is 
what the situation has become in Louisiana. 

A little historical perspective about what occurred, what the 
State has done to kind of try and fix the problem, how it affects 
our customers and our agencies and basically why we think H.R. 
21 is an important bill. 

First of all, the first event that happened in Louisiana that had 
a great deal of effect on the insurance marketplace was Hurricane 
Betsy in 1965. Hurricane Betsy hit New Orleans with a Category 
3 force, caused close to a billion dollars worth of damage and killed 
74 people. As a result of that storm, insurance companies decided 
that nine coastal areas of Louisiana were not someplace where they 
wanted to put capital at risk, so they withdrew from those coastal 
areas. 

The map, as you can see over there, there is a blue line below 
which is the coastal area. As you can see in Louisiana, we don't 
have a lot of beach-front properties. We don't have a lot of white 
sand. What we have is swamp and we have very few people that 
live in that area. The States of Louisiana came up with a manda- 
tory residual market, pool market called Louisiana Coastal Plan, to 
take care of homeowners* risk in that area, property risk. That plan 
successfully absorbed the exposures that were in that area and it 
became fully populated shortly after Hurricane Betsy and remains 
about the same level today. 

The second triggering event was Hurricane Andrew. It hit your 
State a lot worse than it hit ours, but after it left Florida, it came 
to south central Louisiana, came up through the central part of the 
State and affected New Iberia, Lafayette, and even got to Baton 
Rouge. 

What happened after that was insurance companies decided to 
move that line a little bit further north. So we went from that In- 
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tracoastal Waterway line, the blue line, up to Interstate 10, and 
that line affects a lot more area in Louisiana and a lot more popu- 
lation. 

About the same time as the Coastal Plan was formed, Louisiana 
also formed another residual market pool called Fair Plan. That 
plan was initially set up to cover rural properties, class 10 prop- 
erties, unprotected risk, and some urban properties that at that 
time were not being properly serviced. 

Well, what happened to the Fair Plan was all of a sudden they 
were asked to take on this additional risk of those unwanted homes 
that were left in the wake of Hurricane Andrew. My understanding 
was at that point the reason why companies pulled back was prin- 
cipally a reinsurance question. But what has happened is that pool, 
the Fair Plan, has grown by 800 percent since 1993. It still aver- 
ages a thousand new policies a month. That is an awfiil lot of poli- 
cies that are going out of the voluntary market. 

Again, I don't know whether reinsurance is available or not, but 
it seems to me if it was readily available and it was inexpensive, 
the regular markets, the voluntary markets would be in there. The 
frightening thing that comes down the road from this is that 
should another storm come in, those are pools. The insurance com- 
panies that write business voluntarily in the State are in there for 
the profits and for the losses. So if another storm comes in, there 
is going to be a tremendous assessment of those companies which 
could cause some insolvencies and other problems. 

Another thing that I think that drives a part of this is this hurri- 
cane computer modeling. I question sometimes — in the past, these 
big catastrophic events have been the things that you dread and 
you wake up in the middle of the night and you worry about. I 
think these models bring it home like it is a real thing. And when 
insurance companies can see on their model what happens when a 
Category 5 storm comes up the mouth of the Mississippi River and 
how much they have at risk and how much they are going to lose, 
I think it makes it almost like a real event to them and causes 
some overreaction in terms of what they are wilhng to write and 
what they are willing to do in the areas. 

I think all of this brings to bear the need for this H.R. 21, for 
some form of Federal catastrophe reinsurance. I think that the cur- 
rent bill is good. It is fair. It allows for no discrimination among 
the different areas involved. I like some of the suggestions that 
were brought up by the Deputy Secretary of the TVeasury this 
morning. I think that it has a lot of potential. 

I think that, in closing, I would like to reiterate the problems of 
Louisiana and other States are real, they are not made up. Over 
the last eighteen months you have heard from insurance agents 
from around this countnr as to what their personal war stories are. 
We have got a lot of them in our agency. We have some home- 
owners now that we are placing with Lloyd's of London, which to 
me in my 30 years in the business I never thought we would be 
insuring homeowners in Lloyd's of London. 

I think that the passing of H.R. 21 will restore some confidence 
in the insurance markets, force more business back to the private 
insurers and improve the quality of coverage for our customers. We 
urge you from Louisiana to do this and we have the support of not 
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only the agents, our customers, but also the Insurance Department 
has recently sent a fax to the Louisiana delegation indicating that 
they are behind this bill also. 

[The prepared statement of Donald E. Beery can be found on 
page 277 in the appendix.] 

Mr. McCOLLUM. Mr. Beery, I really thank you for bringing that 
up and I think you and Mr. Hanna have illustrated the problems 
in the coastal areas along the Mississippi and in Louisiana and 
that whole Gulf Coast area, and I appreciate your coming all of the 
way here to do that. 

Ms. Myers, you are recognized. 

STATEMENT OF MARY FRAN MYERS, CO-DIRECTOR, NATURAL 
HAZARDS RESEARCH AND APPLICATIONS INFORMATION 
CENTER, UNIVERSITY OF COLORADO 

Ms. Myers. Thank you, Mr. McCoUum. Thank you for the oppor- 
tunity to speak with you today. My name is Mary Fran Myers. I 
am the Co-director of the Natural Hazards Research and Applica- 
tions Information Center at the University of Colorado. We are a 
federally-funded organization, funded by a consortium of Federal 
agencies, including FEMA and the National Science Foundation, to 
serve as a national clearinghouse for research data on all natural 
disasters and programs to reduce damages from them. 

Our main mission for the past 24 years has been to bridge the 
gap between the hazards research community and the Nation's 
practitioners who deal with hazards on a daily basis. 

In May, we released the results of a federally-funded five-year, 
$750,000 study involving 132 of the Nation's hazards experts. It is 
called "Disasters by Design," and the Federal funding came firom 
the National Science Foundation, FEMA, the U.S. Geological Sur- 
vey, the U.S. Environmental Protection Agency, and the U.S. For- 
est Service. 

This team of experts took stock of all knowledge in the physical, 
natural and social sciences as well as the specialties of engineering 
regarding natural hazards to answer the question why, despite all 
of our knowledge about natural hazards, about the causes of, con- 
sequences from and remedies for disasters, our losses from extreme 
environmental events continue to rise at an ever-staggering rate. I 
am providing each of you with an executive summary of the book 
today, and I want to mention only a few highlights firom the study 
itself. However, I ask that the entire executive summary be re- 
corded as part of this official hearing. 

[The information referred to can be found on page 285 in the 
appendix.] 

Losses from natural disasters are continuing to rise because our 
hazard reduction programs have been too narrowly focused on sim- 
ple loss reduction. They fail to comprehend the complex and broad 
range of factors that contribute to disaster losses, specifically ele- 
ments within the Earth's physical environment, among the Na- 
tion's ever-changing demographic composition and disposition, and 
within the growing density of our built environment. These factors 
interact with one another to affect not only disaster resiliency, but 
the other aspects of our sustainable society as well. 
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The conclusion of our five-year study was that current loss reduc- 
tion and mitigation programs are shortsighted and too reliant on 
technology. It is clear that these efforts, rather than reducing 
losses, are actually only postponing catastrophic losses to future 
generations, much as we postpone our national debt. 

Our study underscored that it is human beings and not nature 
who are the cause of disasters. Unless hazard loss reduction pro- 
grams, be they proper land use planning, disaster relief programs, 
building codes or insurance programs, also take into consideration 
other basic aspects of sustainability such as economic vitality, envi- 
ronmental quality, and inter and intra-generational equity, they 
are doomed to fail. 

Our study calls for a change in national culture regarding natu- 
ral hazards in order to achieve a new way of dealing with extreme 
environmental events, and we call this changing culture sustain- 
able hazard mitigation. 

In order to make that approach possible, several extraordinary 
actions are required, some of which are being initiated right now. 
The Deputy Secretary this morning referred to much of the work 
that FEMA is doing. For example, through its Project Impact Pro- 
gram, FEMA is providing leadership by facilitating consensus 
based networks in communities where citizens are determining 
which disaster losses are acceptable, which are not acceptable and 
how they are going to pay for those in the future. 

In other words, they are working on designing their future disas- 
ters. That is but one action — ^the building of consensus-based net- 
works and communities — that our project is recommending. There 
are several others, but I want to mention two of them specifically. 

One is the need to measure progress and evaluate current miti- 
gation programs. For example, as has been referred to this morn- 
ing, the National Flood Insurance Program, arguably the Nation's 
largest mitigation program, has been in operation for 31 years in 
this country, yet its effectiveness has never been thoroughly ap- 
praised. We only know that floods continue to cause the most dam- 
age from any hazard in this Nation. 

Second, we are calling for a holistic Government framework to fa- 
cilitate sustainable hazard mitigation. All policies and programs, 
especially at the Federal level, need to be integrated and consist- 
ent. To go ahead to establish a new national policy that affects haz- 
ard mitigation without considering its impacts on our complex soci- 
ety and the broad range of other mitigation strategies simply con- 
tinues the Band-Aid approach to dealing with disaster problems 
that this country has traditionally pursued. 

Our study determined, however, that disasters are not problems. 
Rather they are a symptom of broader and more basic problems. 
Losses from hazards result from shortsighted and narrow concep- 
tions of the human relationship to the natural environment. 

Thank you for the opportunity to speak. I will be happy to an- 
swer any questions, but I also want to volunteer the resources of 
our center as you continue consideration of this bill. 

[The prepared statement of Mary Fran Myers can be found on 
page 283 in the appendix.] 

Mr. McCOLLUM. Thank you very much, Ms. Myers. That is an 
impressive study and we thank you for your testimony. 
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Mr. Plunkett, you are recognized. 

STATEMENT OF TRAVIS PLUNKETT, LEGISLATIVE DIRECTOR, 
CONSUMER FEDERATION OF AMERICA, ON BEHALF OF J. 
ROBERT HUNTER, DIRECTOR OF INSURANCE, CONSUMER 
FEDERATION OF AMERICA 

Mr. Plunkett. Good afternoon. My name is Travis Plunkett, and 
I am Legislative Director with the Consumer Federation of Amer- 
ica. I will be offering comments today from Robert Hunter, who is 
our Director of Insurance. Unfortunately, he cannot be here today. 

Thank you for the opportunity to be here. We would like to start 
by sa3dng that CFA sees the current reinsurance situation as an 
implication that no bill may be necessary at this time. The predi- 
cate for this bill may have actually been eliminated by normal mar- 
ket forces at work, in the July 12 National Underwriter, Mr. Peter 
Porrino, former Chief Operating Officer of Zurich Reinsurance and 
currently the National Director of Ernst & Young's insurance in- 
dustry practice, said that capital markets and securitization have 
placed a permanent cap on the pricing of catastrophe reinsurance. 
He said that the reinsurance industry wouldn't again see the hard 
trends that followed 1992*s Hurricane Andrew and 1994's 
Northridge Earthquake. In the same article a J.P. Morgan analyst 
is quoted as saying that the reinsurance industry is overcapitalized 
by about $75 billion at the same time USAA and other insurers 
have been protected by new securities market based reinsurance 
arguments. 

It has been clear for some years now that this bill really only 
would affect State Farm and perhaps Allstate insurance companies 
in a significant way. These companies, through diversification, bal- 
ance in their portfolios of risks insured, and in State Farm's case 
massive overcapitalization are no longer really in need of this bill 
either. So we would like to start by congratulating the Members of 
the committee for their patience over the years and for not over- 
reacting to insurer pressure to enacting an unnecessary intrusion 
into this area being well handled by the private sector. 

However, that doesn't mean that there is not a need to consider 
the current system for insuring against disaster. Right now we 
have the time to do what is needed in the disaster insurance area, 
rationalize the system that is so inconsistent today. America has 
allowed its system for preparing and responding to natural disas- 
ters to grow in a haphazard way that inconsistently deals with nat- 
ural disasters and which inadequately acts to save lives and prop- 
erty damage from natural hazards. Let me just give you a couple 
of examples of this inconsistency. 

Insurance takes care of smaller wind events such as tornadoes 
almost completely. Insurance also does a good job on large wind 
events, thus the relatively low need for disaster relief for damages 
from hurricanes compared with the large need for relief for the less 
insured hazard of earthquakes. 

The issue of State cross-subsidies is also important to consider. 
Our written testimony goes into this at length. Exhibit 4 of that 
testimony shows an estimate of the subsidy by State in dollars per 
household per year. The largest subsidies go to North Dakota and 
California. States paying the most are Connecticut, New Jersey, 
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and Florida actually had a relatively low subsidy considering that 
Hurricane Andrew occurred during this period of study. This is be- 
cause the people of Florida are paying their own way with insur- 
ance premiums for wind. 

There are a number of questions we urge the committee to ask 
as you consider our crazy quilt disaster system, such as given the 
current overcapitalized insurance and reinsurance markets and the 
ready availability of catastrophe reinsurance, do we really need a 
Federal backup for any hazard? If so, should the program be lim- 
ited to earthquakes only? What form should the program take? 
USAA has proposed an idea deserving of study, a program of tax 
deferred reserves to maintain catastrophe risk in the private sector 
while ensuring access to affordable insurance to consumers. 

Insurance company reports indicate that damage caused by Hur- 
ricane Andrew would have been a one-third to one-half less if 
building codes then on the books were enforced. Perhaps national 
verification of building code enforcement would be remarkably use- 
ful should there be such code verification. 

The issues of subsidies under H.R. 21 and how they might 
change from State to State should also be evaluated. Finally, we 
would add ours to the number of voices that we have heard this 
morning urging the committee to look hard at the Wharton School 
study and to ask them in to testify, because we believe that that 
study answers a number of the questions that we have posed. Ulti- 
mately if we can find the right balance of mitigation, tax deferral 
response, insurance risk securitization and enforcement, we can de- 
vise a plan to pay for the current natural disasters and plan for 
future ones in a way that demonstrates to the taxpayers in such 
States as Connecticut, New Jersey, New York, Massachusetts, 
Ohio, and so forth, the Stetes that are currently footing the costs 
of disaster relief, that they will be freed from todaVs cycle of higher 
and higher tax support of unwise construction in high-risk areas of 
the country. 

Thank you for this opportunity to testify. 

[The prepared stetement of J. Robert Hunter can be found on 
page 297 in the appendix.] 

Mr. McCOLLUM. Thank you very much, Mr. Plunkett. 

Mr. Weber, you are recognized. 

STATEMENT OF JACK F. WEBER, PRESmENT, HOME 
INSURANCE FEDERATION OF AMERICA 

Mr. Weber. Thank you, Mr. McCoUum. It is not surprising that 
at the end of the day you and Mr. Lazio are both still here with 
us. You have been with us from the start in looking at this issue 
and we want to express our gratitude for your dedication to this 
effort in making sure that this legislation gets done and gets done 
right. A couple of points that I would like to make. Before I do, we 
have two documents in addition to my testimony that I would like 
to have included in the record. 

One is a document, *The Case for a Federal Disaster Reinsur- 
ance Program/' and the other is a response to some issues dealing 
with the capacity in the reinsurance market and such and I would 
like those included in the record. 

Mr. McCOLLUM. Without objection, so ordered. 
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[The information can be found on page 316 in the appendix.] 

Mr. Weber. Thank you. I would like to talk about a couple of the 
issues that have been brought up today and try to set the record 
straight on a few of them, maybe clear up some misunderstand- 
ings. The first is having to do with the trigger. There has been 
much discussion about the triggers in this legislation. 

As you know, there are three tests for the trigger in the legisla- 
tion: One, that the event which occurs has to occur less than once 
every 100 years. The second trigger is that it must exceed the level 
that current State programs have for dealing with these events. In 
other words, the trigger must be above the capacity of State pro- 
grams. The third number, which I think has been greatly 
mischaracterized, is the fact that the trigger should never be less 
than $2 billion. 

I think it is important to keep in mind that when you look at 
the States that have these catastrophe exposures, that most of the 
triggers in this bill are well beyond $2 billion. For instance, Flor- 
ida's 1-in- 100-year event trigger is a $21 billion residential insured 
loss, not $2 billion. 

In California the trigger is approximately $7.5 billion of residen- 
tial loss, not $2 billion. The $2 billion figure was inserted in this 
legislation largely to deal with extremely small States that clearly 
do not have the population or the premium volume to deal with 
very large events and the most relevant place that that applies 
would be the State of Hawaii. They have a program that was insti- 
tuted after Hurricane Iniki, buying reinsurance from the private 
market using bonding capacity. They still only have a $1.5 billion 
capacity. So that $2 billion figure does not apply in most areas of 
the country. 

Second, I would like to point out that a lot has been made about 
concerns about this legislation interfering with the private markets 
and particularly the private reinsurance markets. I would like to 
just point out some of the provisions that the committee inserted 
into this bill last year to deal with that very subject, many of which 
were put in by those that were concerned about this subject. 

In Section 3 the bill restricts the authority of the Secretary of the 
Treasury to offer Federal reinsurance contracts which would in any 
way displace or compete with the private insurance and reinsur- 
ance markets. 

In Section 6 the bill limits the eligibility of State programs for 
Federal insurance to plans which do not supplant coverage that is 
otherwise available in the private market. 

In Section 7 the bill authorizes private rereinsurers to purchase 
Federal reinsurance contracts and further allows such contracts to 
be transferable, assignable and divisible. This means that a rein- 
surer can buy these contracts and actually use them to increase 
their own capacity in serving the private market. 

In Section 8 the bill authorizes the Treasury Secretary to reduce 
the levels of Federal reinsurance, as has already been mentioned 
today, to 50 percent, so that even when the triggers are met, the 
Federal program is only covering 50 cents on the dollar of eligible 
losses. 

I would also like to mention a point that was raised and touched 
on today, which has to do with tne capacity of the private reinsur- 
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ance market and the pricing of reinsurance. For instance, it has 
been alleged today that the prices for reinsurance in fact have been 
coming down. That is true. Reinsurance rates are lower this year 
than they were last year. However, that characterization of the re- 
insurance market and the pricing is also misleading because in this 
decade reinsurance rates are still up a net 60 percent. They were 
up 120 percent after Hurricane Andrew. They have since come 
down by about 35 percent, but the net increase over the last decade 
is up 60 percent. 

Another point that has been made is that the reinsurance capac- 
ity in the private market is in the neighborhood of $20 billion per 
region. And we reject that categorically and let me tell you a couple 
of the reasons why. First, the figure $20 billion, even if it were 
true, applies to all types of reinsurance sold, not just reinsurance 
made available to the homeowners' insurance industry. Almost one- 
half is devoted to commercial lines which are not covered in this 
bill. So the $20 billion figure has to be cut in half simply to allow 
for the issue of commercial lines which are not covered. 

Second, much of the estimate for reinsurance capacity involves 
double, triple and quadruple counting of reinsurance capacity. Let 
me give you an example. One of our member companies purchases 
a layer of reinsurance for their hurricane exposure in the North- 
east. It is in the range of about $400 million. It is for hurricane 
exposure in the Northeast, but because they are a national com- 
pany, that reinsurance capacity is theoretically available anywhere 
that they do business. And when the so-called experts who are esti- 
mating the reinsurance capacity count up those numbers, they look 
at that company that has bought that $400 million of reinsurance 
for the Northeast and they also say *Well, because that is in place 
in the Northeast and it is a national company, it is also in place 
in California, and it is also in place in New Madrid, and also it is 
in place in the Pacific Northwest, even though none of those places 
are ever going to have a hurricane." So in other words, the $500 
million of the $400 million of reinsurance that is being purchased 
is being assigned to the West, the New Madrid area, the Gulf 
Coast, even though it is really not practicably being used there. 

Finally, the issue of the ability of the insurance industry to cover 
these losses. The surplus of the property and the casualty insur- 
ance industry has been estimated in the range of about $300 bil- 
lion. That is all insurance companies, that is not the insurance 
companies that write homeowners' insurance business. In fact, ap- 
proximately 80 percent of the homeowners' insurance business that 
is written in thus country is written by ten insurance companies. 
Those ten insurance companies have a surplus, which is a small 
percentage of that $300 billion figure. But what is more, most of 
the surplus of the companies that do write that business have de- 
rived their surplus, not from homeowners, but from auto insurance. 
The typical company that is a member of the Home Insurance Fed- 
eration, their premium volume is essentially divided as follows: 80 
to 85 percent is auto insurance and 10 to 15 percent is home- 
owners insurance. 

It is incredible to us that anyone would argue that a company 
that is generating only 15 percent of their income and profit from 
homeowners' would put their entire company at risk from a home- 
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owners' peril: That is why companies are pulling out of the market 
in those areas where they feel that that surplus is that extreme 
risk. There are some other points that maybe we can take up in 
questioning. I know my time is up. 

[The prepared statement of Jack F. Weber can be found on page 
310 in the appendix.] 

Mr. McCOLLUM. Thank you very much, Mr. Weber. I will yield 
myself five minutes. 

There have been a number of questions that have been raised by 
the panel and I would like to clarify a few things on my limited 
time. 

Mr. Nutter, you suggested that A.M. Best had proposed, or per- 
haps the idea of the l-in-250-year event came from them, and then 
you laid out their comment about 1-in- 100-year event for a wind- 
storm, and a l-in-250-year event for earthquakes. 

I had previously had the impression that the suggestion being 
made to us by perhaps you and others to change our 1-in- 100-year 
event to l-in-250 was for both windstorm and earthquakes. This 
sounds like A.M. Best is suggesting perhaps that might be bifur- 
cated. Is that what I am hearing you say today? 

Mr. Nutter. What I cited is from the A.M. Best study that when 
they evaluate companies and look at their reinsurance programs, 
those are the standards they expect those companies to meet. You 
are correct that what I said is that Best looks at those separately. 
And I cited it primarily because there was some suggestion that a 
l-in-250-year event was a ludicrous number. In fact, it is a pretty 
common number by the industry's premier rating organization for 
earthquakes and the 1-in- 100 for hurricanes. 

Mr. McCoLLUM. Also in regard to Mr. Weber's last point, I be- 
lieve in your testimony, Mr. Nutter, you cited that $13 to $15 bil- 
lion in excess-of-loss capacity in the catastrophic reinsurance area 
per region per event. Mr. Weber was citing $20 billion. I don't 
know what the actual number really is, but I am curious to know 
what, of the figures that you gave us, the $13 to $15 billion, is fo- 
cused on residential versus commercial? Is that all residential you 
are giving us or does that include commercial and residential? 

Mr. Nutter. The catastrophe contracts are generally written to 
cover both risks. So what Mr. Weber raises is a red herring. He is 
citing the fact that what has happened in past events is that the 
losses have been both residential and commercial so the losses 
themselves, as you would expect, cover both residential and com- 
mercial. If a hurricane went through a totally residential area, a 
property catastrophe reinsurance contract would cover those losses 
whether they were residential or commercial. 

So it is not a matter that the contracts are written to distinguish 
between the two. The contracts are written to cover the losses asso- 
ciated with an insurance company. They may be all residential. 
They could be all commercial as well. 

Mr. McCoLLUM. I think the point is well made on both counts, 
but I do think the key is as we write this, your industry has said 
and you said at the beginning of your testimony, we need a Federal 
reinsurance program. It is a question where it enters, at what 
point. I want to assure you that we do not want to crowd out any 
private reinsurance market which is why the relief provisions are 



Digitized by 



Google 



47 

in here. We want to work with you to make sure that we don't do 
that whatever way we do it, and yet we still have to have a product 
that markets. 

Mr. Joslin, there has been some discussion here and I think per- 
haps that was brought up by Mr. Plunkett in his testimony from 
Mr. Hunter from the Consumer Federation about capital markets 
and that there is an indication that there is sufficient capital mar- 
kets out there. Secretary Eizenstat said that there were some incip- 
ient capital markets coming along and he hoped that this would 
help this process down the road so that we don't have to have this 
program forever. 

I gather from his testimony that the optimistic view of the Con- 
simier Federation on this point is not shared widely. How is the 
capital market situation as you see it today for this purpose? 

Mr. Joslin. I think anyone who has ever had a bright idea in 
this area has made a sales call on us. We have found that it tends 
to be problematic. They are coming with an idea, but not nec- 
essarily with investors behind them. There have been transactions 
that have taken place, real transactions. The cost tends to be high- 
er than reinsurance. As much as we may kick at the reinsurance 
people, the costs tends to be higher, and they clearly have much 
higher transaction costs. So it is developing. They are finding some 
formats that may work, but it is just not an awful lot that is show- 
ing. 

Mr. McCOLLUM. I don't know if it is more or not, but what I am 
aware of is only one deal in 1998 worth $2.5 billion to securitize 
catastrophe risk in the capital markets. 

Mr. Joslin. Excuse me, sir. There are a whole handful of smaller 
transactions. I am aware of two larger transactions in which the 
primary insurer actually felt that they were subsidizing the pro- 
gram just to try to jump-start the market. 

Mr. McCOLLUM. So it is beginning to develop, but we are not 
there yet. By no means is that something that we should consider 
to say don't do this bill; am I correct? 

Mr. Joslin. I think the answer is absolutely not. I view the 
availability of the excess-of-loss contract concept as something that 
can support the capital markets and support reinsurers in their 
programs as opposed to the other way around. 

Mr. McCOLLUM. You are jdelded five minutes, Mr. Lazio. 

Mr. Lazio. Thank you very much. I want to thank the entire 
panel for their testimony. All of it was very good. 

Let me, Mr. Beery, because I know you are so familiar with Lou- 
isiana, and those diagrams which are very compelling. Louisiana 
has a Fair Plan, does it not? 

Mr. Beery. Yes. 

Mr. Lazio. Can you describe what that is? 

Mr. Beery. The Fair Plan is a mandatory State pool. The origi- 
nal concept was that it would insure, be market of last resort for 
country properties, unprotected Class 10 fire district properties, 
and also for some urban intercity properties that couldn't find in- 
surance. And then after Hurricane Andrew when companies start- 
ed to pull out of the areas that we indicated on those maps, the 
Fair Plan was a mechanism that stepped in and provided coverage 
to those people who found themselves unwanted as homeowners. 
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Mr. Lazio. Otherwise they would not be able to get insurance? 

Mr. Beery. Right. 

Mr. Lazio. What has happened in terms of enrollment in these 
Fair Plans in Louisiana? 

Mr. Beery. The increase has been like 800 percent since they 
started to use it since Andrew, and 1,000 policies a month are the 
average increase for the last few years. It is overpopulated, and it 
is frightening. 

Mr. Lazio. So these folks would not have any risk management 
at all but for this Fair Plan? 

Mr. Beery. There would be an absence of it, that is correct. 

Mr. Lazio. Mr. Joslin, I want to address this to you, because I 
think it is somewhat related. You are the Chairman of an excep- 
tionally large insurance enterprise which has a long reputation, 
and yet State Farm Fire was technically insolvent after Hurricane 
Andrew and after the Northridge Earthquake. Is that true, and can 
you tell me how that is possible? 

Mr. Joslin. We hate the words, but the answer is it is true for 
Andrew, because we had a very large exposure down there. We had 
frankly underestimated the exposure of the probable maximum 
loss, or even an intermediate level loss, which is probably closer to 
what Andrew was. State Farm Fire and Casualty simply did not 
have sufficient capital. Fortunately, it was able to call on the re- 
sources of its larger parent, and we have now established an intra- 
group reinsurance plan to provide additional capital on a contrac- 
tual and permanent basis, but it still is a situation whereby we 
simply cannot write all of the business that is available in South 
Florida. 

Mr. Lazio. Let me turn to Mr. Nutter. I want to thank you for 
your testimony and for your general support for H.R. 21. I know 
you have some reservations. 

I just want to ask you a bit about the fact, the contract aspect 
of this and do you think reinsurers would participate in these auc- 
tions of the contracts and is some of your concern or a good deal 
of your concern mitigated through the modification of H.R. 21 that 
would effectively create a co-payment structure for losses above the 
trigger level? 

Mr. Nutter. The answer is yes to your question. I do think, and 
I know our companies believe that the excess-of-loss contracts 
would be attractive to reinsurers, that they would use them to add 
capacity to the market, that they^would be a vehicle, as Mr. Weber 
says, to facilitate additional capacity to their cUent companies. 

And yes, the 50 percent co-pay that was proposed by Treasxiry 
is an attractive feature to limit the impact that this legislation and 
the proposal might have on the private markets. 

Mr. Lazio. The part that is in the existing bill now as a result 
of last year, this co-pay provision, you find attractive? 

Mr. Nutter. Yes. 

Mr. Lazio. If I can, Mr. Chairman, I may not be able to be here 
for the whole hearing. It is my youngest daughter's sixth birthday 
today. I want to apologize to the last panel if I am not here. It is 
not a lack of interest or lack of respect, it is only trying to keep 
my priorities in order. 
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Mr. McCOLLUM. Thank you very much, Mr. Lazio, and that ex- 
planation is good. 

Mr. Royce, you are recognized for five minutes. 

Mr. ROYCE. One of my observations, Mr. Chairman, if the tax 
code were changed to allow for the accumulation of reserves with- 
out tax penalty I think we might be able to devise a solution to 
this, and I understand the concerns that we wouldn't be able to get 
that through, but I think it is a point that the private market could 
provide a solution in theory if it were not for the fact that the tax 
code imposes this penalty on accumulation of reserves. 

Let me ask Mr. Nutter. In your testimony you mentioned two re- 
cent published studies that have found that there is $20 billion of 
catastrophic reinsurance capacity available per region per event, 
and vou state that this number does not include the capacity pro- 
vided by the primary insurance market. In your view, how much 
more in additional capacity would be added to that number by the 
primary insurance market? 

Mr. Nutter. That is a good question, Mr. Royce. The studies 
were our requests to participants in the marketplace to look at ac- 
tual contracts in place, and I do not think that, as Mr. Weber has 
suggested, that there is any double counting there at all. They cer- 
tamly were looking at actual contracts covering certain regions. 

I probably don't have a specific answer to your question about 
the ability of the primary industry and what their capacity is, but 
I would say this. In Hurricane Andrew about one-third of the losses 
that were paid in the net event were paid by the reinsurers, mean- 
ing two-thirds of the losses were picked up by the primary indus- 
try. 

In the Northridge earthquake, about one-quarter of the losses 
went to the reinsurance industry and three-quarters went to the 
primary industry. My guess is, those numbers, that range, would 
give you some sense of what the primary industry would expect to 
pay in an event that was large to exhaust the reinsurance capacity. 
So those are the only things that I would really have to go on. 

Mr. ROYCE. OK. Thank you. You are also advocating that the 
trigger levels in the bill be raised fi*om the current level of $2 bil- 
lion or 1-in- 100-year event to the new level of $5 billion or a 1-in- 
250-year event. 

Now, in the other testimony, some have complained, even said 
they are flabbergasted that this threshold of l-in-200-year event 
would be argued. They say that is unreasonable, one of the panel- 
ists anvway. 

Would you explain the l-in-200-year event again to us, and is 
this something that a company can prepare for? Give us again your 
analysis on that, if you will. 

Mr. Nutter. Sure. The comment that I made earlier was that 
the industry's premier rating organization does, in fact, expect com- 
panies to fund their catastrophe exposure with reinsurance for a 1- 
in- 100-year hurricane or a l-in-250-year earthquake, a very realis- 
tic number that, frankly, is available to the private market. 

The suggestion has been made that a l-in-250-year is somehow 
an outrageous number. We looked at the top ten catastrophes that 
have occurred in this country over the last 100 years, adjusted the 
numbers to 1997 dollars to determine whether a program of this 
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nature would trigger at a l-in-250-year event, and found that four 
of those ten largest events would in fact have triggered a program, 
one might have, and five probably would not have, but probably 
would have been covered in the private market. 

And I also cited the California Earthquake Authority that testi- 
fied last year that said that they believed they were covered for 2- 
in-250-year events. So it is a realistic number, in our view, about 
what the capacity of the market is to provide this coverage and 
what the ratings organizations expect the industry to cover. 

Mr. ROYCE. And in closing, what would be the consequences of 
a $2 billion trigger again, in your view? 

Mr. Nutter. Our concern is that low numbers, like 1-in-lOO or 
$2 billion, provide incentives to States to create State funds and 
have insurers roll the risk into State government programs that 
then would roll into Federal programs. 

Mr. ROYCE. And that drives up costs, arguably? How does that 
drive up costs? 

Mr. Nutter. It is just like a deductible in your insurance policy. 
If you ask for a low deductible on your insurance policy, your pre- 
mium is higher; if you want a higher deductible, your premium is 
lower. It is the same thing with these triggers. 

Mr. ROYCE. So overall, for all intents and purposes, it just in- 
creases the costs on the society? 

Mr. Nutter. Low triggers would increase the cost to the Federal 
Government in pajdng claims. It would increase the costs to those 
who purchase the contracts. 

Mr. Royce. Thank you. 

Thank you, Mr. Chairman. 

Mr. McCOLLUM. Thank you very much. 

Mr. Hill, I will recognize you. We are going to have to have a re- 
cess pretty quickly, though, because I want to make this vote and 
I know you do, too. 

Mr. Hill. OK. 

Mr. Weber, presuming that H.R. 21 passed and it passed in its 
current format, the clients that you represent, the HIFA people, 
have they given any indication to that they would write more in- 
surance in the catastrophe-prone areas of the country? 

Mr. Weber. Yes, as a matter of fact, they have. 

Mr. Hill. OK. Would they write more insurance in the areas 
that Mr. Beery has discussed, the areas that are now blue-lined in 
Louisiana, the coastal areas? Could we expect that — ^I think that 
group of insurers write 50 to 60 percent of the homeowners* insur- 
ance in the country. Could we expect that they would write 50 to 
60 percent of the homeowners' insurance in that area? 

Mr. Weber. Well, I believe that they are already writing a sub- 
stantial part of the business. You know, I can't speak to specific 
market shares, but I think that the point is 

Mr. Hill. But they would write more insurance in those areas? 

Mr. Weber. They would write a prudent amount of business, yes. 

Mr. Hill. So you would have no objection, if there is a require- 
ment in the bill in order to participate in reinsurance, that they do 
write insurance in those areas? 
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Mr. Weber. I think that it would be a mistake to dictate to any 
company what their specific business practices or plan would be. I 
don't think we would do that with any other company. 

Mr. Hill. If there is a requirement to have a Government sub- 
sidy for insurance, wouldn't it be appropriate for them then to 
maie some commitment to write insurance? 

Well, let me ask Mr. Joslin, if we pass H.R. 10, will State Farm 
write a larger proportion of insurance in Mississippi, the area Mr. 
Hanna has talked about; the North Carolina coastal area, the area 
that Mr. Beery is concerned about? 

Mr. Joslin. Let's start by backing up just a tad, where you said 
if the Federal Government subsidizes the writing of insurance, it 
would be reasonable for insurers to write more. This bill does not 
call for the subsidization of primary insurance. 

Mr. Hill. Let's not debate that. Let's go to the specific question. 

Mr. Joslin. OK. 

Mr. Hill. Will you write more insurance in the areas that Mr. 
Beery has described or Mr. Hanna has described, that we had ear- 
lier testimony, in the North Carolina coastal area if H.R. 21 
passed? 

Mr. Joslin. I think almost certainly we would write more insur- 
ance. I think what would be even more important, though, is that 
we would find that other insurers would come in and make for a 
more competitive market, which I think is good for the consumer. 

Mr. McCOLLUM. Mr. Hill, I am going to interrupt because we 
have less than two minutes to go for a vote. I am going to need 
to recess. 

Do you want to try to come back for this panel? 

Mr. Hill. I would like to, yes. 

Mr. McCOLLUM. If you want to finish this yourself and take the 
risk, it is up to you. 

Mr. Hill. No, I will go vote. 

Mr. McCOLLUM. All right. We will be in recess. If the panel can 
stay, fine, but you will be the last questioner. We will be in recess. 

[Recess.] 

Chairman Leach. [Presiding.] The hearing will reconvene. Mr. 
Hill is recognized for a continuation of his questioning. 

Mr. Hill. Mr. Joslin, I certainly wasn't trying to pick on State 
Farm. My point simply is, I am having a hard time understanding 
how H.R. 21 is going to translate into more retail-level, primary in- 
surance available. 

I think, Mr. Nutter, you made the point that two-thirds to three- 
fourths of catastrophic claims are paid by primary insurers, and if 
we want to increase the availability of insurance in catastrophic 
areas, then we need to increase the availability of primary insur- 
ance in catastrophic areas. I mean, that is what we are trying to 
do with our alternative plan by allowing companies to prefund 
their loss reserves. 

But let me just ask you a couple of questions, because there is 
a whole debate about whether there is subsidy involved. You are 
concerned that one of the things that is going to happen with these 
low triggers and perhaps too-low-priced insurance is it will crowd 
out private reinsurance; is that correct? 
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Mr. Nutter. Yes, that is correct. 

Mr. Hill. There certainly is a tax advantage to all of these Stati 
pools. In fact, this Treasury plan, there will be no tax on the pre 
miums that are paid to the Treasury because it will be a tax de 
ductible expense; there will be no tax paid on the income stream 
and all the State funds, I believe, are tax-exempt entities. So then 
is a tax advantage to all of these States funds and State pools ii 
this Treasury plan, isn't there? 

Mr. Nutter. Yes. 

Mr. Hill. And also there is a cost-to-capital advantage. I mean 
certainly the U.S. Treasury can get capital cheaper than any om 
of the insurance companies that are out there. In fact, some peopl< 
are suggesting there is no cost to capital here; but those would ere 
ate competitive disadvantages to the reinsurance industry, or a 
least potentially could, wouldn't they? 

Mr. Nutter. Absolutely, which is why we have argued for highe; 
triggers to have this program operate only at levels that the pri 
vate market is really not capable of providing coverage. 

Mr. Hill. If the Chairman would indulge me for one last ques 
tion, the debate is over whether there is a $21 billion exposure ii 
Florida or it is $14 billion, but I would just draw from the exam 
pie — ^and correct me if I'm wrong. 

Let's say it is $21 billion, as Mr. Weber has suggested that it is 
and that traditionally two-thirds is covered by primary insurance 
which would be $14 billion; and let's say that the $14 billion, a 
the regional reinsurance, is only half applied to residential insur 
ance, my addition of 14 plus 7 is 21, which would cover the likel; 
loss. Is there anything wrong with that math? 

Mr. Nutter. No, I can't find anything wrong with your math. 

Mr. Hill. Thank you very much, Mr. Chairman. 

Thank you. I thank the panel. 

Chairman Leach. There is nothing wrong with you. Rick. 

Mr. JOSLIN. Mr. Chairman. 

Chairman Leach. Yes, Mr. Joslin. 

Mr. Joslin. Nothing the matter with the math, but we had bet 
ter define the terms. I think we have thrown some numbers arounc 
that may not fit the exact terms, but that is for the committee t< 
work on. 

Mr. Weber. May I just make a point, too, since you have brough 
me up. 

Chairman Leach. Of course. 

Mr. Weber. You are absolutely right about the math. $21 billioi 
is the point at which the Federal reinsurance would kick in, noth 
ing below that. So the private market, as you suggest, would tak< 
up the rest of that slack and the trigger in Florida is $21 billioi 
under the bill. 

Mr. Hill. If I might interject, Mr. Chairman, my point is tha 
the concern here with availability of insurance in Florida is the $1^ 
billion in the primary market; and that is where we have the prob 
lem, and that is where we have the problem with redundant claims 
where we have multiple catastrophes occurring in a single year 
which argues for the case that I make that we ought to find a waj 
to strengthen the opportunity for primary insurance companies bj 
providing a mechanism for them to prefund catastrophic claims. 
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I thank you again, Mr. Chairman. 

Chairman Leach. Well, I thank you, Mr. Hill. I know of no bill 
that has more pros and cons than this one, and no bill that is more 
appropriate for people of contrasting perspectives to present their 
views. 

Is there anyone on this panel that would like to conclude with 
any observation that you think has not been fully dealt with at this 
point? 

Mr. JOSLIN. The hour is late. We thank you very much for your 
indulgence on a Friday afternoon. 

Chairman Leach. Thank you, and let me apologize to you and 
others at the awkwardness of moving a hearing, based upon the 
death of a Member, and then having intervening circumstances on 
Friday as well. 

So let me thank the panel, and we appreciate your testimony. 

The next panel will be composed of Mr. Robert W. Pike, who is 
Executive Vice President for Administration of the Allstate Insur- 
ance Company of Northbrook, Illinois; Mr. Darryl D. Hansen, who 
is Chairman and President and CEO of GuideOne Insurance 
Group, West Des Moines, Iowa, on behalf of the National Associa- 
tion of Independent Insurers; Mr. Tom Miller, who is Director of 
Economic Policy Studies, Competitive Enterprise Institute; Ms. 
Barbara Connery, who is a member of the North Carolina Associa- 
tion of Realtors on behalf of the National Association of Realtors; 
and Mr. Scott A. Gilliam, who is Assistant Secretary, Director of 
Government Relations of the Cincinnati Insurance Companies. 

I might note that I have been notified that Mr. Pike has a con- 
nection that he would like to keep. 

Mr. Pike. Thank you very much, Mr. Chairman. 

Chairman Leach. Thank you, Mr. Pike. 

Bv unanimous consent, all of your full statements will be placed 
in tne record and you may proceed as you see fit. 

STATEMENT OF ROBERT W. PIKE, EXECUTIVE VICE PRESI- 
DENT, ADMINISTRATION, ALLSTATE INSURANCE COMPANY 

Mr. Pike. Thank you, sir. I will refrain from reading my testi- 
mony. Certainly Mr. Joslin, Mr. Hanna and Mr. Weber more than 
covered the points, and far better than I could, in their testimony 
on the second panel. 

I think, if I can be of any value to the committee, it would be 
to touch on the one issue that Mr. Nutter indicated that in his 
mind was the most important, and that was the existing capacity 
within the insurance industry to take care of these catastrophic 
losses. I would suggest that the issue of capacity is nothing more 
than the sum total of the capacity that exists within the primary 
market, companies like Allstate and State Farm, the capital that 
exists within the reinsurance market, and arguably the implicit ca- 
pacity that might be contained in the California cat fund and the 
Florida hurricane fund. 

That capacity is an interesting issue, because as Frank Nutter 
very properly indicated, at this time that capacity seems to be suf- 
ficient. Allstate Insurance Company happens to be the largest pur- 
chaser of catastrophic reinsurance. Nobody buys more tha^ we do, 
so I think we have a reasonably good handle on how much really 
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exists. We cannot buy enough. We certainly cannot buy enough at 
prices that could ever be forwarded onto the backs of the bill-pay- 
ing customer. But when we talk about capacity, we have to realize 
that it is a time and place that we are talking about. The reason 
we have capacity in the insurance industry now is quite simply the 
fact that the asset valuation of our industry has never been greater 
in the last five years. The S&P has gone up approximately 27 per- 
cent a year. The long bonds are around 7.8 percent. In addition to 
that, we have had five years of unprecedented and arguably atypi- 
cal catastrophe experience. So we have actually had five years of 
the "best of times," to take a page out of Dickens. 

What we have not had, of course, is the "worst of times," and as 
soon as interest rates spike and the concurrent equities go down, 
as so often happens, or as soon as there is this unfortimate cata- 
strophic event, then that insurance capacity that we speak of today 
which, whether it is imagined, illusionary or real, will clearly dis- 
appear. 

I think it is important that we reaUze that insurers, by defini- 
tion, insure for essentially low-severity, high-frequency events. We 
know how to deal with issues like that. That is what we insure 
against. 

We are not good, nor can we insure, against the very high-sever- 
ity, low-frequency event. Hxuricane Andrew is a classic example of 
that for the Allstate Insurance Company. In that case, we gave 
back in one day all the premiums we acquired, including inves^ 
rr.e-t income, from every line of business we wrote in the State of 
Flor.da for 60 years. 

The private sector isn't capable of absorbing or maintaining that 
kind r: capacity, nor is the reinsurance industry capable of provid- 
'.z* th^: kind of capacity at affordable prices. 

n H. 21 is. very simply, as good a public policy as this committee, 
iiter ve,=rs :*: deliberation, could surroimd itself around while still 
— s— %— --- a viable and w^orkable private marketplace for both 
T — >" v -.nsurers and reinsurers. We are not talking about taking 
'->^^ ::" ^e St^:e Farms, the Allstates. the Farmers, or the Inde- 
-^"r^«- A^^nis ever>' time an event happens. We truly are talking 
liv-t -'-!^ '•-• - - : >3-year event, which is simply not a mechanism 
>,.r".... ^^2 h^nilec alone by the private sector. But a joint co- 
•::eTi::i:iL -E-.thru: subsidy, with the Federal Government suppoit- 
-% - 33 >?cre:.irv Eizenstat has indicated, is a solution; and it is 
I ? -7.:- Mr" Chairman, that I commend you and yotir leadership 
'•' r->::::^.Tu: dr.i suppv^nin*:. Thank you. 

' ^* "ji^v :x" CAtch a p:ane. Mr. Chairman. 

>^ V. — >5ir. \-K vv">4 Fair enou»:h. 

x"^ \5 — ^<i- ; V vv H F;v*r onouj:h Could I ask just one 30-second 

CVx -*NA ^ '« V vx N Isnt thon^ ;i ^is^v.^nd definition to capacity, that 

so ^ ^ .\w^Nsv,ont of ,';^vu;t\. th.-^: .s, yc^u line up all of the 

N^N^ vx\ \ ^-^ \>M ^A\^<^ b\U %v;;;vtv. w::h that has to be the wiD- 

\v o*v ,N \ xv*\^M\\\ i,N M^K thi;t whoTTwithal and that forms a 
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Mr. Pike. Absolutdy. Our equity, our surplus, doesnt just sup- 
port the 6.5 million homeowners. It supports all of the automobiles 
which we insure, and we have to allocate that So your comment 
and your point is exactly correct. 

Chairman Leach. I am not sure you gathered exactly what I was 
getting at, that you may be a company with great capacity, but you 
also may be unwilling to take on the risk of a given line of insur- 
' ance. 

Mr. Pike. Exactly. 
^ Chairman Leach. That point means that all of that capacity that 
is out there doesn't necessarily allocate to this particular problem, 
t Mr. Pike. Oh, exactly. 

f Chairman Leach. That is the only point I wanted to draw. 
;• Mr. Pike. You are exactly correct. 

i\ Chairman Leach. That is, of all the dollars that exist in the var> 
p- ious insurance company net worths, which fortunately have risen, 
that does not necessarily mean it applies to the risk associated 
i with the calamity, because most of these companies have not taken 
I on that risk and have chosen not to. 
i Mr. Pike. That is certainly our experience in the marketplace 

today, 
f Chairman Leach. Thank you. 
[ Mr. Pike. Thank you, sir. And I do apologize. 

[The prepared statement of Robert W. Pike can be found on page 
349 in the appendix.] 
Chairman Leach. Thank you. 

Mr. Hansen, who is going to apply thoughtful Iowa logic to this 
dilemma. 

STATEMENT OF DARRYL D. HANSEN, CHAIRMAN, PRESIDENT 
AND CEO, GUIDEONE INSURANCE GROUP, ON BEHALF OF 
THE NATIONAL ASSOCIATION OF INDEPENDENT INSURERS 

Mr. Hansen. Excellent. 

Good morning — or good afternoon, I should say. My name is 
Darryl Hansen, and I am Chairman, President and CEO of 
GuideOne Insurance of West Des Moines, Iowa. I am also a mem- 
ber of the Board of Governors of the National Association of Inde- 
pendent Insurers, known as the NAIL Mr. Chairman and Members 
of the committee, I would like to thank you for inviting me here 
to comment on H.R. 21. 

I wish to state up front that I support the reinsurance proposals 
contained in H.R. 21, both on behalf of GuideOne Insurance and 
the NAIL 

GuideOne Insurance is a medium-sized company that writes con- 
sumer business across the United States, including many areas af- 
fected by catastrophic losses. The NAII is comprised or over 600 
member comj^mies, many of whom are also small- to medium-sized 
and write business in the same areas. 

As a result, GuideOne and many NAII members are exposed to 
exactly the type of financial risks that H.R. 21 is intended to allevi- 
ate, and we are vitally interested in the outcome of the debate over 
H.R. 21 for reasons I will describe, 

I have submitted written testimony that presents several con- 
cepts and points in detail, but during this statement I wish to em- 
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l^^ftsue three points. First, H.R. 21 addresses only catastrophes 
^uit jar« of truly a significant magnitude and which could have a 
w^tive financial impact upon the economy and financial markets 
^f ti* country as a whole. 

T1» catastrophes contemplated by H.R. 21 would not be limited 
x^ ;«i^ geographic area or only to the insurance industry. This is 
3M a situation where people who live in Florida or California 
mv>^ld receive subsidies, nor is it a bail-out of the insurance indus- 
try. The program contained in H.R. 21 is a high-level reinsurance 
$;;rri5Ky net that will respond only to the worst-case scenarios and 
>ifil! preserve a national economy from serious interference. This 
kill does benefit the entire country. 

The second point I wish to make is that catastrophe reinsurance 
pljQC^ an important role in the operations of many, if not most, in- 
surance companies. It is definitely a critical factor in small- to me- 
dium-sized companies, especially those that do business in geo- 
graphic areas that are prone to catastrophes. Without adequate ca- 
tasm>phe reinsurance, these insurers simply could not operate in 
these geographic areas. In that event, homeowners' insurance is ei- 
ther unavailable or priced to reflect the full risk and thus virtually 
unafibrdable. Therefore, to the extent that a highly competitive in- 
surance industry depends upon a solvent and reliable reinsurance 
maricet, the H.R. 21 proposal will bolster the available resources to 
the insurance industry, albeit on a high-level safety net basis. This 
hill will benefit a competitive insurance marketplace. 

Third, the ultimate consumers, persons who own or wish to pur- 
chase homes, suffer a distinct disadvantage when homeowners' in- 
surance becomes unavailable or unaffordable. Lenders will not lend 
money for mortgages and builders will not build new homes where 
insurance is not accessible. When small- to medium-sized insurers 
elect to avoid the serious risks presented by catastrophe-prone 
areas, homeowners' insurance becomes inaccessible or available 
only from a limited number of insurers. In either event, the usually 
vibrant, competitive insurance market ceases to exist. People are 
then faced with the choice of relocating their homes or being ex- 
posed every day to the total loss of their most important asset, 
their homes. By reinforcing the reinsurance market with respect to 
the most serious types of losses, availability and affordability will 
be enhanced. This bill will benefit consumers. 

In summary, the H.R. 21 proposal will insulate the national 
economy to a great extent from a truly major catastrophic event, 
will enhance a competitive insurance environment and will benefit 
consumers. At the same time, H.R. 21 will act as a supplement and 
not a competitor to the existing private insurance and reinsurance 
markets. 

I urge you to vote in favor of H.R. 21. 

Thank you again for inviting me to appear today. 

[The prepared statement of Darryl D. Hansen can be found on 
page 356 in the appendix.] 

Chairman Leach. Thank you, Mr. Hansen. 

Mr. Miller. 
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STATEMENT OF THOMAS MILLER, DIRECTOR OF ECONOMIC 
POLICY STUDIES, COMPETITIVE ENTERPRISE INSTITUTE 

Mr. Miller. Thank you, Mr. Chairman. I am Director of Eco- 
nomic Policy Studies at the Competitive Enterprise Institute. We 
thank you for the opportunity to discuss the Homeowners' Insur- 
ance Availability Act. For the last five years, our insurance reform 
project has urged market-based reform of insurance coverage for 
catastrophic risks. 

Although H.R. 21 represents an improvement over previous ver- 
sions of Federal reinsurance proposals, it fails to present the best 
answers to the challenge of dealing with natural disaster risks. The 
bill still has the potential to undermine private insurance markets 
and crowd out the development of better alternatives. It remains 
likely to produce cross-subsidies from low-risk insurance policy- 
holders to high-risk ones, distort incentives for loss control and loss 
mitigation, Kirther subsidize development in catastrophe-prone 
areas, increase unnecessary Federal intervention in State regula- 
tion of insurance, and impose significant financial risk on tax- 
payers throughout the country. 

Private insurance and financial markets can effectively manage 
catastrophic risk if supported by sound Government policies. Unfor- 
tunately, the pricing provisions of the Homeowners' Insurance 
Availability Act threaten to distort those private insurance mar- 
kets. The full effects of those provisions remain uncertain, in part 
because the Secretary of the Treasury would retain a considerable 
amount of discretion in setting those prices and implementing the 
reinsurance program. It is highly doubtful that the Federal Govern- 
ment would perform better than the insurance industry in over- 
coming the problems of estimating catastrophic losses and properly 
pricing insurance contracts. 

Given likely political pressure by particular States and other in- 
terests to keep the reinsurance contract prices low so that insur- 
ance coverage would be affordable in high-risk areas, it remains 
much more likely that the Federal reinsurance contracts will be 
priced too low rather than too high. The coverage triggers imder 
H.R. 21 remain relatively low compared to current private sector 
insurance capacity. The level they set for Federal coverage would 
impede the development of private market insurance coverage. 

Private industry has already handled much more costly events, 
and since Hxuricane Andrew and the Northridge earthquake, in- 
dustry capacity has grown significantly. Reinsurance availability 
has increased remarkably. Industry capacity and efficiency to han- 
dle catastrophic risks continues to improve. 

Although gaps in insurance coverage and capacity provide a nec- 
essary role for further development of innovative financial instru- 
ments and contracts to handle catastrophic losses, those shortfalls 
in private sector financing do not yet justify a new Federal reinsur- 
ance program. Instead of encouraging greater private financing and 
more market-based approaches, H.R. 21 would invite more inter- 
vention by Federal and State governments. The lure of potential 
Federal reinsurance subsidies would foster the growth of State re- 
insurance funds in residual market pools, as well as the creation 
of new ones. 
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A large degree of regulatory control on rates and the supply of 
coverage accompanies those mechanisms. Over time, they tend to 
crowd out viable private sector coverage, in part due to their favor- 
able tax status. Price and supply controls also tend to produce 
cross-subsidies, which in turn inefficiently distort incentives for 
loss control and loss mitigation. 

If enacted into law, a Federal reinsurance program would be like- 
ly to live on indefinitely, as all but a few Federal programs do, de- 
spite the sunset dates provided in H.R. 21. The combination of reg- 
ulatory discretion and political pressures in future years make ad- 
herence to actuarial principles in market-based pricing for Federal 
reinsurance unlikely, thereby increasing potential unftmded liabil- 
ities that can be transferred to Federal taxpayers. 

The current Federal reinsurance proposal does not address the 
underlying regulatory and tax policies that have limited the avail- 
ability of insurance coverage that can be offered to consumers and 
underwritten by private insurers of catastrophic risks. As the 
Shadow Insurance Regulation Committee concluded last March, 
constraints on insurers' efforts to charge adequate rates decrease 
the voluntary supply of catastrophe insurance and hamper insur- 
ers' ability to purchase reinsurance and other financial instruments 
to diversify their catastrophe risk. Restrictions on rates and under- 
writing also discourage the entry of new insurers into the market 
that could enhance the availability of coverage. 

Current Federal tax rules make insurance against relatively 
rare, but very large catastrophe losses much more expensive be- 
cause insurers are not allowed to establish tax-sheltered reserves 
for catastrophe losses. They can only deduct losses that have oc- 
curred. The combined effects of taxes on premiums and investment 
income produce very large premiums in relation to expected indem- 
nity for small probability events. A well-designed system of tax-de- 
ferred reserves for catastrophe coverage would materially improve 
the availability and aflfordability of catastrophe insurance in the 
private sector. Encouraging growth of substantial prefunded in- 
surer reserves would establish a necessary buffer against insurer 
insolvencies, keep natural disaster claims handling in efficient pri- 
vate markets and help maintain the link between risk-taking and 
personal responsibility to risk-based insurance pricing. 

Freeing up the private market will, in the long run, prove to be 
more productive than creating yet another partly disguised Federal 
subsidy program. Thank you. 

[The prepared statement of Thomas Miller can be found on page 
362 in the appendix.] 

Chairman Leach. Well, thank you very much, Mr. Miller. 

Ms. Connery. 

STATEMENT OF BARBARA CONNERY, DIRECTOR, NORTH 
CAROLINA ASSOCIATION OF REALTORS, ON BEHALF OF THE 
NATIONAL ASSOCIATION OF REALTORS 

Ms. Connery. Thank you, Mr. Chairman. I appreciate the oppor- 
tunity today to present the views of the National Association of Re- 
altors on H.R. 21, the Homeowners* Insurance Availability Act. I 
would like to thank you, Mr. Chairman, as well as Representatives 



Digitized by 



Google 



59 

Lazio and McCoUum, for their leadership in building bipartisan 
support on this very important issue. 

I am a realtor from North Carolina and a Director of the North 
Carolina Association of Realtors. The deterioration in the availabil- 
ity and affordability of homeowners' insurance in disaster-prone 
areas is an issue of very real concern to NAR. Our members spe- 
cialize primarily in the business of assisting sellers and buyers in 
residential sales transactions. It is this business focus that moti- 
vates NAR's interest in the resolution of this problem. 

Although I am testifying today on behalf of the real estate indus- 
try, I cannot emphasize enough that the ultimate victim of the 
homeowners' insurance crisis is the consumer who is frustrated in 
his or her attempt to realize the American dream of homeowner- 
ship. When a young family is precluded from owning a home be- 
cause homeowners' insurance is too difficult to obtain or too costly 
to afford, we all suffer the consequences. 

Last year, NAR testified before this committee on the difficulties 
faced by current and prospective homeowners. One year later, the 
situation has unfortunately not improved. In a number of States 
throughout the country, including my home State of North Caro- 
lina, consumers are burdened by rate increases, as well as reduc- 
tions in coverage and higher deductibles. 

Since homeowners' insurance is difficult to obtain in North Caro- 
lina, many homeowners obtain coverage from our State pool, the 
North Carolina Insurance Underwriting Association. Although such 
coverage is expensive and limited and was instituted to serve only 
as an insurer of last resort, it is often the only alternative in many 
of our communities. 

The inability to obtain affordable homeowners' insurance is a se- 
rious threat to the residential real estate market. Not only does it 
imperil the market for single-family detached homes, but for the 
condominium, co-op and rental markets as well. New home pur- 
chases, resale transactions and housing affordabilities are nega- 
tively impacted in several important ways. First, homeowners' in- 
surance is a necessary component in securing a mortgage and buy- 
ing or selling a home. If the potential homeowner is ultimately un- 
able to obtain the required insurance either because it is unavail- 
able or unaffordable, the sale will not be completed. As a result, 
many creditworthy potential homeowners are priced out of the 
market. 

A recent NAR survey reported that an estimated 2,450 trans- 
actions fell through because of difficulties in obtaining disaster in- 
surance; 75 percent, an overwhelming majority of those respond- 
ents, cited unaffordability as the reason. 

Second, homeowners' insurance is tied directly to the cost of own- 
ing a home. If the homeowner is unable to maintain insurance re- 
quired by the mortgage lender, the mortgage is in default. If insur- 
ance coverage is optional, potential buyers may choose not to pur- 
chase a home because the insurance is too expensive, or in the very 
worst case, they may choose to go unprotected. 

Third, insurance costs impact rent levels. Insurance costs in- 
curred by landlords are ultimately passed on to the tenants. Con- 
sequently, increased insurance costs result in higher rents and a 
further inability of many renters to enter the homebuyer market. 
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NAR supports H.R. 21 for the following reasons: 

First and foremost, it protects against mega-catastrophes. State 
programs that have been created to address the problem are well- 
intentioned first steps. However, neither State disaster programs 
nor the private insurance industry has the capacity to cover the 
risks presented by mega-catastrophes far more damaging than ei- 
ther Andrew or the Northridge earthquake. The creation of a Fed- 
eral disaster reinsurance program today will help to prevent future 
interruptions in the availability of homeowners' insurance. 

Second, it produces fiscal responsibility. By establishing a pro- 
gram which promotes insurance coverage for those at risk of prop- 
erty losses from a natural disaster, H.R. 21 will minimize future 
unforeseen disaster assistance expenditures. It is far more respon- 
sible for the Federal Government to act before disasters occur rath- 
er than after. 

A strong housing market is the linchpin of a healthy economy, 
generating jobs, wages, tax revenues and a demand for goods and 
services. In order to maintain a strong economic climate, we must 
safeguard the vitality of residential real estate. 

We urge the committee to take action this year on this very im- 
portant issue. Again, Mr. Chairman, thank you for the opportunity 
to present the views of the National Association of Realtors today. 

[The prepared statement of Barbara Connery can be found on 
page 381 in the appendix.] 

Chairman Leach. Well, thank you, Ms. Connery. We appreciate 
it. 

Mr. Gilliam. 

STATEMENT OF SCOTT A. GILLIAM, ASSISTANT SECRETARY, 
DIRECTOR OF GOVERNMENT RELATIONS, THE CINCINNATI 
INSURANCE COMPANIES 

Mr. Gilliam. Thank you, Mr. Chairman and the remaining Mem- 
ber of the committee, last but not least. I couldn't resist. 

One more personal note. I have something in common with Con- 
gressman Lazio, who had to leave to go home to his six-year-old 
daughter's birthday party. My nine-year-old daughter is anxiously 
awaiting my arrival for the same purpose, so I will try and be brief. 

Mr. Chairman, I am Director of Grovemment Relations for the 
Cincinnati Insurance Companies, headquartered in Cincinnati, 
Ohio. Our group of companies market property and casualty insur- 
ance in 29 States and are among the top 20 publicly traded prop- 
erty and casualty insurers, based on 1998 revenues of $2 billion. 
I am honored to be with you today to present the Cincinnati Insur- 
ance Companies' perspective on H.R. 21. We commend you for your 
leadership in holding this hearing to address the issues of natural 
disaster exposure and insurance. 

You have my written testimony, which I will now briefly summa- 
rize. The catastrophe exposure we face from our own book of busi- 
ness has prompted us to engage in this important debate. 

Our hurricane exposure in Florida and Alabama alone is nearly 
$1.8 billion, representing over 10,000 homes. In the Midwest, our 
estimated exposure from a 6.8 Richter Scale earthquake in the 
New Madrid fault region is in excess of $13.4 billion, which would 
damage more than 118,000 homes. 
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These are significant exposures for the Cincinnati Insurance 
Companies when considered in relation to the current level of as- 
sets for our property casualty group, $6 billion. 

Let me turn now to the legislation at hand, H.R. 21. We do not 
disagree that there may be a need for high-level Federal involve- 
ment in excess of private market capacity to insure that Americans 
are provided with appropriate insurance protection for losses aris- 
ing from hurricanes, earthquakes and other natural disasters. 
However, we have several concerns with H.R. 21 as it is presently 
drafted. 

Our primary concern with H.R. 21 is its trigger for payment of 
losses, a trigger which is far below existing industry capacity. As 
currently drafted, the trigger for payment of losses is as low as $2 
billion, despite the fact that the industry paid losses from Hurri- 
cane Andrew of $16 billion to $17 billion and from the Northridge 
earthquake of $12 billion. 

Why should the Government step in at such low levels at a time 
when the industry continues to gain financial strength? 

Since 1992, the industr/s policyholder surpluses increased from 
$162 billion to over $333 billion today. 

The fact of the matter is, the industry has handled all catas- 
trophes to date r^ardless of their size, and it has handled them 
totally within the private sector. But with trigger levels as low as 
$2 billion, H.R 21 shifts catastrophe risks from the private mar- 
kets onto the Federal Government. This form of low-level risk 
transfer runs coimter to conservative principles of less Govern- 
ment, less Federal spending and a balanced budget. 

These concerns were echoed by Treasury Secretary Larry Sum- 
mers in January of this year in written remarks he delivered to a 
forum for property casualty insurers in New York, stating that a 
Federal reinsurance program like that proposed under H.R. 21 
should impose no net cost on the taxpayer and the Federal Govern- 
ment cannot be the billpayer of last resort for such insurance. 

However, in the Congressional Budget Office cost estimate of 
H.R 219, a Federal reinsurance bill introduced in the last Con- 
gress with features identical to H.R. 21, CBO concluded that it may 
not be possible to estaUish a price for the contracts that would 
have no presoit-valtie cost to the Federal Government. CBO ex- 
pressed doubts that Federal reinsurance contracts could be priced 
so that contract revenues exceed payments and predicted the pas- 
sage of the piedecessor to RR. 21 would likdv result in a net m- 
creaae in direct qiending by the Government, thereby expomte tax- 
pkayers to a maiimim i of $25 billion annually in mandatory wUga- 
tions to pay pttrdKuers of insurance contracts. We do nc^ believe 
that CBCrs prediction has been taken serioosly. 

Another cuiMetn is the anti^umpettttre eflect H.R. 21 may have 
on pTJsting markets. Mott insorers act resp^>nsibly, av^iid lari^ e^>n- 
ce ntr atiops of risk, and purchase adequate r»risurance w <4her- 
wise d eic lop adequ^rte resour c es to ^JMorb sirj^^ck kMMes. Vnder H.R. 
21, these rrspontiH e insm er i wr^ii hare to fr^rmate ai^inst irn^ 
spoQsiMe cjiii e ts who hare orerwrMiPr^tr^Md timr risk m eat- 
nrooe areas and pot tfaemaeirei in a p^/»tiy>n <^ hstring to r^iy ttpotk 
State poiris or seller G^ w eg ir i i ^iKt rtJttxoiZiiuta Vj» a)>iK>rf> ihr>ck 
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As one major insurer admitted in a notice to its Florida policy- 
holders after Hurricane Andrew, "In the past, despite well-inten- 
tioned efforts to determine what our policyholders should pay for 
insurance, we greatly underestimated the cost of covering hxuri- 
cane damages. Over the years, our policy was of providing insur- 
ance to everyone who qualified and that we sold our product at too 
low a cost to too many people. We now know that it is not good 
business for anyone to insure every third or fourth home in an area 
where natural disasters strike." 

With the low-level Federal backstop of Florida State pools imder 
H.R. 21, such overexposed carriers will likely continue to rely on 
State pools to absorb shock losses and ignore the peril of risk con- 
centration. Clearly this gives those companies an immediate and 
unfair market advantage and rewards irresponsible behavior. 

Moreover, H.R. 21 would give these carriers fiirther incentive to 
write insurance in even higher concentrations in high-risk areas, 
further exposing the Federal Treasury. 

H.R. 21 is also flawed in that it does not provide coverage for 
commercial losses, despite the fact that both personal and commer- 
cial lines of insurance coverage are affected by catastrophic events. 
For example, our company's commercial hurricane exposures in 
Florida and Alabama are nearly as large as our personal lines ex- 

?3sure. Our personal lines exposure is $1.7 billion; commercial, 
1.5 biUion. We believe that there is simply no logical reason why 
commercial risks should be excluded under H.R 21. 

Let me try and quickly conclude this. 

While we have a number of concerns with H.R 21 as presently 
drafted, we see little chance for the bill to gain industry-wide sup- 
port unless the unreasonably low triggers are addressed. I have 
outlined a proposal for raising the trigger in my written testimony, 
and I will simply refer to it by reference, and let me just quickly 
conclude. 

We do not disagree 

Chairman Leach. Excuse me. What is your trigger? 

Mr. GuuAM. OK We would propose a trigger formula that was 
discussed last year in hearings oefore this committee by the Rein- 
surance Association. It would be a three-component trigger that 
was suggested along the lines of a conservative rule of thumb (rften 
used by insurers, wnich is the following: 

The flrst component would be an amount equal to 5 percent of 
industiy surplus, an amoimt which insurers routinely retain for cat 
losses in the normal course of business. Under today's surplus of 
$333 biUion, that would equate to $16.6 billion. 

Chairman Leach. Excuse me. Before you say that, isn't it true 
that many of those insurance figures relate to lines of insurance 
that have nothing to do with this particular subject, I mean» auto- 
mobile insurance/ Or is that a fair correlation? 

Mr. Gilliam. Well, all— for example, my company, we write 
home, auto, business, life, all of our surpluses considered together. 
So it is the financial wherewithal of the entire company. 

The second component would be another 5 percent of surplus 
which equals the amount of exposure which insurers routinely 
transfer to reinsurers or to other risk-bearing mechanisms. That 
would be another $16.6 billion based on today's surplus levels. 
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The third component would be an amount equal to another 2 per- 
cent of surplus to allow for the further development of capital mar- 
ket products. That would equate to $6.7 billion. 

Adding those all together, we would come up with a trigger of 
$39.9 billion. 

We feel this would be an appropriate trigger which would include 
residential and commercial coverage, and that it is important that 
this be considered; because by using surplus and percentages, rath- 
er than a static number, the trigger adjusts, based on the financial 
experience of the industry. This method of calculation and the ac- 
companying dynamic trigger level would take into account private 
insurance capacity and would avoid a major dislocation of private 
market capacity in favor of Government intrusion into the market- 
place. 

Concluding, we do not disagree that there may be a need for 
high-level Federal involvement in excess of private market capacity 
to ensure th^t Americans are provided with appropriate insurance 
protection for losses arising from hurricanes and earthquakes and 
other natural disasters, but if this conmiittee and this Congress are 
serious about passing legislation to protect policyholders against 
the perils of natural catastrophes, the legislation ultimately adopt- 
ed must not encourage Government subsidization of catastrophic 
risk or supplant the private market for insurance and reinsurance. 

Unfortimately, H.R. 21, as presently drafted, does not satisfy 
these minimum criteria. Thank you. 

[The prepared statement of Scott A. Gilliam can be found on 
page 386 in the appendix.] 

Chairman Leach. Thank you, and I thank you all for very 
thoughtful testimony. 

Let me just begin quickly with Mi*. jGilliam. It is almost as if you 
are critiquing on both sides of the equation. That is, you don't like 
the bill and then you want to double the bill because you want to 
include commercisd. Do I have that right? 

I mean, no one else here has argued for commercial coverage. 
You are arguing for commercial coverage. 

Mr. Gilliam. Well, we have a number of concerns^ with the bill, 
as I have outlined, but if it came to a situation where thc^ tri^er 
was raised suflRciently my company would be in a position ot, I 
guess I would say, neutral. We wouldn't jimip up and down, but we 
wouldn't go out and defeat the bill. But we think it is very impor- 
tant that commercial risks be included too, because they are just 
as vulnerable to catastrophes as residential risks. 

Chairman Leach. Well, I just — let me point out, it is not incon- 
sistent, but it is an anomaly that you are arguing to double the ex- 
panse of coverage at the same time you are arguing against the 
bill. It is awkward. 

Mr. GiLUAM. That is my legal training. We always say ^t is 
bad," and l^en we say, llere is how we can handle it." 

Chairman Leach. Let me turn to Mr. Hansen^ because I think 
this is very interesting. You are an Iowa company, and you are not 
the largest company. There are several that are quite a bit larger 
than you. 

Mr. Hansen. This is correct. 
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Chairman Leach. Yet you have an interest in this bill. Can you 
explain how as an Iowa company that this is important to you? 

Mr. Hansen. We may. 

Chairman LEACH. And the similarly situated companies, is what 
I mean. 

Mr. Hansen. Exactly. 

Chairman Leach. By an Iowa company, I mean a Bfissouri and 
South Dakota, and not a mega-company. 

Mr. Hansen. And, frankly, I think we reflect what a lot of smaU- 
er or medium-sized companies are probably going throu^ 

Although we are domesticated in Iowa and have our head- 
quarters there, we write homeowners' insurance in 27 States in the 
country; have about 25,000 to 30,000 homeowners that we do busi- 
ness with. These are not large residential beadifront properties, as 
was testified to eariier, but our average home vidue is about 
$77,000. These are typical rural or Bfiddle America kinds of hafn^es. 

The issue on the taUe is, these custoners are located in many 
of the areas that we are talking about, that mi|^ be subjected to 
tbeae kinds of risks, whether it is earthquake risk or hurricane 
risk. 

A company our size or smaller doesn't have the resources avail- 
abk to it to avail itself of; I do not get called on by the aqittal mar- 
kets ofiferiiig me lots of alternatives to create securitiied instru- 
ments, if you will, because my portfolio isn't that big. So I have got 
to woriL within my own aqittal base and my own ability to judge 
the risk that I can afiford to take on, and iff take on a thouMmd 
homes in Fferida at an average of $70,000 or $100,000 in value, 
Uiat is the equivalent of half of my net wmrth if a major catas- 
trophe hits. And I have get to make judgmoits about wb/Anar I can 
afiford that. And in the end, I can't afiford that. 

So I am one of those companies that tfam withdraws or has to 
price 80 aggressively on the pranium that I am out of the market 
in the first place. Customers wont buy finom me; they will go to 
otfier options, if they are availaUe. 

So fimn our stand^point, I need stability of rrinsuranoe markets. 
And this HJL 21 bill, which has been debated for months and 
months, has gone through the compromise process, and so finrth, 
has nqpotiated the various tnms, the trigger medianisms» with all 
the intorested stakeholder groups; and it meets my personal cri- 
tMia as CEO of GuideOne, as wdl as the NAITs criteria, oi a wor- 
tlqr bilL I need this kind of protection^ this kind of stabOity m the 
marioet, if you will, to alkiw me ev«i the lotion to consider maldng 
homeownor^ insurance available in these markets, and likewiae, 
my assoriates who run smaUa* cmnpanirs Without it, we are basi- 
cidly out of the market 

Chairman LfACH. Thank you. That is vary intHestii«. 

Let me turn to Mr. Idler for a second. One, you commrnt that 
this bill will increase the regulation of insurance at the Fed^al 
levd, but it is a voluntaiy cation for States and cmnpanirs I think 
it wouM be foiriy trae to say it incroaaes the rofe of the Gorarn- 
ment to the cxtrat that role implies a little bit of regulataon, but 
thero is a major voluntaiy compoimt to this, isa\ th»e? 
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Mr. Miller. That is correct, initially. I think aur concerns are 
less with the bill as it is proposed today, but the bill as it would 
be enacted and implemented several years down the road. 

I think this committee has had long experience with other pro- 
grams which started out promising to be restricted, not open- 
ended, and not have all of these additional liabilities. We have to 
understand the inherent political dynamic of injecting the Federal 
Government, with all of its good intentions, but also its massive 
wallet, through the taxpayers, in a manner where we may end up 
with a very different environment several years down the road. In 
the same way that Deputy Secretary Eizenstat was asking for in- 
creased flexibility in the pricing under this, we have got to imagine 
what the situation will be five or ten years down the road in a dif- 
ferent environment, once we have set in motion what is supposed 
to be a restrained program, and I think we have got a long experi- 
ence suggesting that. 

Chairman Leack. I think you have a fair warning. In fact, auc- 
tioneers like to say that, "fair warning.'' I think you could pound 
your gavel on that and it would be a fair statement. 

You also point out that we do have capital markets that are de- 
veloping, and that that is not insignificant, and I agree with that. 
On the other hand, there is a possibility that by this particular 
type of approach that we will be growing more capital markets on 
the private side, that is, that this Federal intervention will be of 
a nature that will spur capital markets. 

Now, would any of you like to comment on that? Do you think 
that is pie in the sky, or do you think that it is the other way 
aroxmd? 

Mr. Miller. Just to follow up, I would tend to go in the other 
direction. There has been a tendency for some of the evolution of 
the capital instruments to be perhaps not stalled, but hovering over 
it is the entire specter of: Is there going to be a Federal program? 
What will be the terms of it? And particularly the alliance of some 
msgor insurers deciding that that is the better horse to back politi- 
cally suggests that there is less enthusiasm or potential for a pri- 
vate capital market solution. 

I think that private capital is the long-term answer to this in 
terms of the capital markets, and we are going to see some rapid 
development. 

Chairman Leach. Let me ask Mr. Hansen, would you agree with 
that? 

Mr. Hansen. Not necessarily. 

Chairman Leach. Do you think that private participation would 
spur a greater private interest in larger markets that don't exist 
before? And I ask you this because it relates to the question I 
asked Mr. Pike, that it strikes me that there is a Uttle bit of ap- 
ples-and-oranges to statistics; that is, it is true that insurance com- 
panies have major pockets in many ways, but it is also true that 
many don't choose, like your company, to enter markets because 
you want stability and you want protection and therefore you are 
not going to apply the pockets that you have unless there is a cer- 
tain kind of arrangement which you can have confidence in. 

$0 that relates back to if there is — ^I mean, in the first instance, 
it seems like a logical inconsistency that a Federal role can spur 
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a private marioet, because a Federal rok is i»eeinptiiig, but where 
there are markets that are unserved, isn't it the case that a Fed- 
eral role could expand the private maricet in such a way that a pru- 
dential company might be more likely to participate than they 
would otherwise? 

Mr. Hansen. I think there is a role. What CEOs worry about is 
managing ri^L all the time — finandal risk, business risk, all sorts 
of risks like that — and to the extent that certain kinds of risks like 
we are talking about here in H.R 21, are dealt with in wajrs that 
we can understand how they are being dealt with, that the bill out- 
lines—for instance, in this way, there is now stability rather than 
instability in an element of ziA we had before that was unstable — 
if the capital markets were, in fact, functioning and able to handle 
this risk, I think we would have seen many more instruments not 
only created and talked about, but actually executed in the public 
markets or capital markets than we have today. And by virtue of 
the fact that instruments are not showing up in the cajntal mar- 
kets, that leads me to believe that, one, that is evidence that, in 
fact, the capital markets aren't prepared to take on this kind of 
risk — don't know how to take it on, can't find investors for this 
land of risk. 

So that would be just one indication, if you will, for me that if 
we can provide some high-level stability, as HJL 21 provides, and 
take some of that risk away. And again it is not a risk that is being 
subsidized, in my opinion, as the testimony that was given before, 
it is not being subsidized by the Government; it is a self-fimded 
risk, if you will. Premiiuns are going into this reinsurance instru- 
ment fix>m the industry itself. So it is not ultimatdy going to be 
money out of the Treasury, but it provides the stability that would 
allow other capital market instruments to be created and work 
around this top-level instrument, if you will. 

I could draw the analogy of home mortgage lending. When the 
Government would support that program, we found a very vibrant 
secondary market b^an to be created that fimded billions and bil- 
lions and billions of dollars of home mortgage instruments, if you 
will, and it flourished through programs like the VA and FHA, and 
so forth. 

Chairman Leach. Fair enough. 

If Mr. Hill would allow me the discretion of one more question? 

Mr. Hill. Of course. 

Chairman Leach. There is a question that has been raised, prin- 
cipally by Mr. Gilliam, of what the trigger level should be, and one 
might argue $2 billion is too low. Mr. Gilliam has come up with a 
figure of $39 billion, which strikes me as two figures not quite in 
the same ball park; I mean, that these are two very different mag- 
nitudes of wh^ one could be. 

Would you have a recommendation, Mr. Hansen? 

Mr. Hansen. The trigger issue here is probably going to be one 
of those political tradec^ kind of discussions. As Mr. WAer testi- 
fied earlier, there are really three components to the trigger: $2 bil- 
lion all the way up to the 1-in- 100-year event kind oi trigger and 
then in between indiatever States ftmds might be available to han- 
dle the unique State situation. 
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The compromise, if you will, that has been worked over and 
drafted as currently in this legislation, I think, is absolutely accept- 
able and appropriate; and in our opinion, both in the NAII and 
speaking for my company, works very well. 

To the extent that your committee and Congress will have to 
draw some compromises along the way, some of that might be open 
for discussion, but I think when we start getting up into things like 
250-year events, $39 biUion kinds of trigger calculations, the devil 
is in the details, and look at the details before quickly going to 
those higher amoimts. 

Chairman Leach. Well, I appreciate that. 

All I must say is that now and again the associations bring in 
people from my State, and I am always astonished what quality 
people they bring. 

Mr. Hill. 

Mr. Hill. Mr. Chairman, it is a mystery why people would bring 
folks frx)m Iowa to come and testify before your committee, I am 
sure. 

Mr. Hansen, do you buy reinsurance in the private marketplace? 

Mr. Hansen. Yes, we do. 

Mr. Hill. Have you been luiable to buy as much reinsurance as 
you would want to buy? 

Mr. Hansen. We buy as much as we believe o\ir risk requires. 
So we measure up our total risk in our portfolio and go out into 
the private markets and try and buy as much as possible to cover 
the risk we have on our book and something that allows me to 
sleep a little better on the weekends. 

Mr. Hill. I understand that, having bought reinsurance for an 
insurance company. But my question really is, have you been un- 
able to buy reinsurance? 

Mr. Hansen. No. 

Mr. Hill. OK 

Mr. Hansen. In the three years I have been CEO of this com- 
pany, I have not had Hiat experience. 

Mr. Hill. So the marketplace, as it exists today, has been able 
to accommodate your need? 

Mr. Hansen. Yes, accommodate my needs with our company's 
current risk profile. 

Mr. Hill. Have you sought to buy reinsurance in disaster-prone 
areas that you have had an interest in entering the market? 

Mr. Hansen. Yes, we have, for— both on the conmiercial side and 
residential side. We have found it difficult and could not — ^we could 
not factor in the pricing, if you will, in a way that we thought 
would be competitive. 

Mr. Hill, so you couldn't recover the price of the reinsurance 
and offer the product? 

Mr. Han^:n. More difficult for certain kinds of coverage, yes. 

Mr. Hill. This issue with r^ard to triggers I find a most inter- 
esting issue, because in the ddi>ate we had today there are some 
people that believe that H.R. 21 has a $7 billion trigger for Florida; 
acme believe it has a $14 billion trigger for Florida; and Mr. Weber 
testified that it has a $21 billion trigger for Florida. That tells me 
that the bill isn't particularly concise with respect to d^ining a 
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Woiild you agree with that, Mr. Hansen? Which trigger do you 
believe is the correct trigger? 

Mr. Hansen. I don't know. 

Mr. Hill. Mr. Gilliam. 

Mr. Gilliam. Well, I have another number. The latest figures 
from the Florida hurricane cat fund say a 1-in- 100-year event in 
Florida is $19 billion. 

Mr. Hill. OK Good. Now we have four. 

All that says to me is that we need to look at that. But what I 
do see is Mr. Weber saying it is $21 billion, believing that that is 
an appropriate number. You say $19 billion. Maybe, in fact, we can 
actually write a bill that would define it at a level — ^I would be 
more willing to support a bill that I thought was at a $20 billion 
level than a $7 billion level. That is one of the concerns that I have. 

The Chairman made a point, I think the most significant point 
of this whole debate. 

Ms. Connery, you are here saying you need more insurance so 
people can insure their homes, and I agree with that. The question 
is, what do we do to get insurance companies to allocate their ca- 
pacity to risk? That is what the question here is about. 

There is $75 billion, maybe $100 billion, worth of surplus capac- 
ity in the insurance industry, and people aren't willing to put it to 
this purpose. And the reason for that, I think, is that the idea that 
I think Mr. — the gentleman, Mr. Pike, from Allstate said the insur- 
ance industry seems not to be able to price low-frequency, high-se- 
verity risks. 

But I remember hearing this debate twenty years ago in liability 
insurance, too, where people said, "^ell, we can't write professional 
liability and we can't write product liability and we can't write gen- 
eral liability and we can't write environmental liability, because 
these are risks that occur rarely and they are very severe." But we 
worked around that by creating financing mechanisms incurred but 
not reporting loss reserves, which is, in essence, prefunding of 
claims. 

Mr. Gilliam, I would ask you to comment, and maybe you, Mr. 
Hansen. Since two-thirds to three-fourths of catastrophic losses are 
paid by primary insiirance, isn't part of the solution creating a 
mechanism for the primary insurance companies to set aside re- 
serves today to pay future claims on property claims as we allow 
them to do on liwiUty claims? 

I would ask you— Mr. Gilliam first, and then Mr. Hansen and 
Mr. Miller and Ms. Connery— if you would each answer that. 

Mr. GiLUAM. My company would agree with that, and we would 
put it in what we call the mosaic of solutions. There are a number 
of things that need to be addressed to solve thia problem: mitiga- 
tion and the idea or concept that you put forth of allowing property 
and casualty insiirance companies to ptit aside on a tax-deferred 
basis their own reserves to be held for mture mega-catastrophes. 

Right now we are not allowed to put aside the portion of pre- 
mium you pay for a cat risk right now and hold it for that future 
event. The tax laws and the accoimting laws don't allow us to do 
that. We would favor a proposal that would allow us to do that. 

But let me also add that — and, again, Mr. Chairman, you ques- 
tioned me on, you know, bashing the bill and then saying, "Vut if 
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you do this, it is OK," and we all know that Washington is a town 
of compromise; but in some respects, we view the concept embodied 
in H.R. 21 as kind of a Band-Aid. And the proposal Mr. Hill is talk- 
ing about, of allowing us to put aside reserves for the future as a 
cure, there is a short-term problem and there may be elements of 
H.R. 21 that could address that; but we think it is important that 
this cat reserve idea be looked at very closely and given good atten- 
tion by Congress. 

Mr. Hansen. H.R. 21 is on the table today and it has gone 
through an elaborate process of evaluation and negotiation to get 
where it is today. The notion of prefunding is a good notion. The 
notion of setting up a mechanism by which we can anticipate the 
future in some way has merit, in my opinion. It is another in an 
array of instruments, if you will, that a company can use to deal 
with the issue. 

Then again, I go back to the notion of, if it is taking this long 
for H.R. 21 to get to the table, if H.R. 21 were put to the side in 
order to now debate a prefunding concept — ^we are now into a one- 
year, two-year, three-year kind of debate process, and then nothing 
has moved forward — I would argue since H.R. 21 is as close as it 
is, let's move forward with that, but not then not address a 
prefunding concept that may come on th^ heels. It is part of how 
the private markets can respond to this issue in the longer term. 

Mr. Miller. We believe that tax-deferred cat reserves are an es- 
sential first step before enacting an H.R. 21-type of approach, and 
we need to strengthen the capacity of the primary market first. 

Our tax policies have made it much more difficult to do that in 
a proper way, and it is essential that we address that as soon as 
we can. 

Ms. CONNERY. I think that the Association of Realtors feels that, 
first and foremost, we need a solution that makes insurance both 
affordable and available to homeowners in catastrophe-prone areas. 
While prefunding certainly is something that we should look at, we 
are very concerned that this approach might not as effectively pro- 
mote the availability and affordability of insurance, and I would 
certainly echo what Mr. Hansen just said. 

It has taken H.R. 21a couple of years anyway to get as far as 
it has gone, and if we start from scratch, we are now probably a 
minimum of two or three years out before we come to this point 
again; and I am not sure, at the rate that companies are still pull- 
ing out of the coastal area of North Carolina right now — ^we have 
three companies out of 200 licensed in our State that will even talk 
to us about writing homeowners' policies, and these are limited 
policies; they are not full homeowners' policies — I don't know that 
we have got, in many areas of the country, three more years that 
we can wait without a real serious housing crisis occurring. 

Mr. Hill. Mr. Chairman, if you will indulge me for one last ques- 
tion. 

Chairman Leach. Go ahead. 

Mr. Hill. One of my concerns is that H.R. 21 is a mechanism 
that will encourage the creating of more State funds and more 
State pools which are often perceived as short term solutions to the 
circumstance which you describe, Ms. Connery. 
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We have heard testimony from Mississippi, Louisiana and we 
have earlier testimony from your State. What usually happens with 
State funds is it drives out the private companies and the private 
marketplace which usually requires Government bailouts and it al- 
most always avoids effective mitigation. Frankly, one of the effec- 
tive mitigations may be that you don't build houses in all of the 
places that you do today. 

What I see H.R. 21 principally doing is an opportunity for a 
handful of insurance companies to transfer their risks to the U.S. 
Treasury, which is what has occurred in the Florida pool and the 
California Earthquake Authority. There has been a transfer of risk 
from the private sector to the public sector. 

I would ask you, Mr. Gilliam and Mr. Miller, if you agree with 
that assessment, and if so what can we do with H.R. 21, working 
within the context of H.R. 21, to make sure that it doesn't do what 
I have just described? 

Mr. Gilliam. Congressman Hill, a thought that we have had, 
right now there are three State funds in the country, Florida, Cali- 
fornia and Hawaii has a facility. A thought that we have had, why 
don't we limit H.R. 21 to existing State funds, that way it will not 
encourage the creation of more State subsidies for insurance and 
allow other solutions to this problem to have time to bubble up and 
go through this same process. 

Mr. Hill. Mr. Miller. 

Mr. Miller. Within the limits that you have set that is difficult 
as the bill is designed to help out the State funds. 

I would note that we play by two different sets of rules with pri- 
vate insurers as opposed to the State funds. The State funds have 
the tax advantages that we have talked about that the private in- 
surers need. They also get to cap their exposure. Whereas the pri- 
vate insurers are worried about going insolvent and bankrupt, the 
State funds will limit their risk. They will have much more restric- 
tive coverage in some cases than private insurers have. So we don't 
necessarily have them competing on the same scale. That is part 
of the problem in getting more private insurance capacity into some 
of these areas, in addition to the rate effects that occur from the 
subsidization. 

Mr. Hill. It is an important point that you make, that the Cali- 
fornia fund and the Florida fund and the cap reserve created by 
this would all allow for prefunding of the losses and so it would be 
in essence saying we would advantage the private sector over the 
public sector. We can't do it for the private sector, but we can do 
it for the public sector. That is one of the objections that I have. 

Thank you, Mr. Chairman, and I thank the panel. It has been 
very enlightening. 

Chairman Leach. Thank you. I appreciate the variety of the 
panel and the observations. 1 would only stress that I think Rick 
has a legislative approach that is extraordinarily credible, but it is 
not precisely a substitute. It could be a substitute, or it could be 
an add-on to a program like H.R. 21. But obviously from this com- 
mittee's jurisdiction it doesn't fit. We don't control taxes. But be- 
yond that, we have had the United States Treasury testify today 
that they would object to it, and so that means even if you had a 
couple of years, you have a probable veto. It also means that one 
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aspect of the Treasury that is a little different than some Grovem- 
ment departments, the Treasury is the Treasury of a nature that 
is kind of true of all administrations. That is that when you switch 
political parties, you don't suddenly have a different Treasury posi- 
tion. It takes a lot to move Treasury. 

So as much as this might be a good alternative or a better alter- 
native, I am not sure that it is a credible alternative at this time, 
and certainly for the next couple of years. 

Mr. Hill. Would the Chairman yield on that point? 

Chairman Leach. Of course. 

Mr. Hill. I think the Deputy Secretary did leave open the door 
to a discussion; and ironically it could be that H.R. 10 will generate 
the revenue source that could be used to offset the tax offsets that 
would be necessary to fund deferred tax reserves, so it may be 
more feasible than we think. 

Chairman Leach. We can be hopeful, but I am not sure that is 
exactly what I heard from the Deputy Secretary. In any regard, we 
can all go back and look precisely at what he said. That leaves us 
with H.R. 21. 

I will only say that we will take together all of the comments 
that have been made today and I will review the testimonies that 
I wasn't here to listen to. We will then talk to all of the Members 
of the committee and see if there is a consensus to move in, rec- 
ognizing that an issue like this will never get unanimity, and we 
will see where we are come the end of the August break. 

In the meantime, I am going to ask staff to review with Treasury 
where they are, review ideas suggested today, and we will see if 
we can get a basis for a bill that might credibly be received by the 
full House. 

I want to thank you all very much and indicate a particular ap- 
preciation of those of you who came from long distances. The hear- 
ing is adjourned. 

[Whereupon, at 3:25 p.m., the hearing was adjourned.] 
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Florida House of Representatives 

John Thrasher, Speaker 

Gommittee on Insurance 

Consumer Affairs Council 

Staa Baiater Leslie Waters 

Chair Vice Chair 

July 23, 1999 

The Honorable James A. Leach, Chair 
Committee on Banking and Financial Services 
United States House of Representatives 
B-303 Raybum House Office Building 
Washington, DC 20515-6050 



Dear Chairman Leach: 

Thank you very much for inNiting me to testify before ^e House Committee on Banking and 
Financial Services on H.R. 21, the "Homeowners* Insurance Availability Act of 1999*' on Tuesday, July 
27, 1999. Unfortunately, I will be unable to partic^>ate due to scheduling conflicts. 

As you know, I testified before your committee in August 1997 on behalf of the National 
Conference of Insurance Legislators (NCOIL) in support of a bill identical to H.R. 2 1 . That testimony is 
relevant and applicable to H.R. 2 1 . Just last week, I shared my thoughts with Subcommittee Chairman 
Rick Lazio and updated my previous testimony in a letter dated July 12, 1997. 

Since I am unable to attend your hearing, I am enclosing a copy of my 1997 statement and my 
recent lener to Congressman l..a?»o. Tf po<!sihle, T would like to have these materials made a part of the 
record or at least considered in the course of your deliberations. 

Mr. Chairman, H.R. 21 is an important piece of legislation that I hope Congress can finally 
enact. If there is anything I can do to assist you m this effort, please do not hesitate to let me know. 



Sincerel] 




Enclosures 
SB/sth 

402 South Monror Street Room 406, House Office Building Tallahassee, Florida yi3\B- 1 300 (850) 4 1 4-7365 
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Quinnan Lmo. mtrchtn of the Subeonunittee. my name is Representative Slan 
Bainter. 

It is my pm-ilege to represent 120,000 residmts of the 25th House Distiict in the Flocida 
House of the Repxcsentadves. 

It a also my privilege to be the immediate past president of the National Conference of 
Insuxance Legislators (NCOIL). I now serve as Vice Chair of NCOtL's Select CommitlBC on 
Natural Disaster Insurance. Also >erving with mt on the Select Cammittae are R ep re s e n t a tives 
)ohn Cosgrove or Miami. Chair of the Select Committee, and Steven Ceilar of Pembroke Pines. 

At 530 aon. on tiiat Monday morning five years and one day ago. Representative 
Gsegroves home Uy at ground zero, and Representative GcOer's was not tfiafftf away. And I 
knew that even though I live more than 200 miles from landfall my home was at risk, toa 

What we did not know at the time was that Hurricane Andrew would devastate the 
homeoivncrs' insurance marketm Florida, making basic re<iaired homeownen' coverage much 
more expensive and much harder to get evcrywlMra in Fk»^ Re pr e sen tatives Cosgrove, 
Geiler and I although we represent different areu of Florida, could all teO you about the 
premtum increases we have had to pay, our dilficnlties in obtaining property insurance, and 
the countless cor4St:tuentswhc have appealed to us to help them out of this mess. Socouldiny 
other member of tiie Florida Legislature, or any member of FkNTida's Congressioiud Delegation. 

I have lived in Florid»»both South Fkmda and Central Fkirida-lor alaaoet 40 years. In 
that time %ire have seen 15 of the 57 hurricanes that hit FkKida in this cenhny, but only two of 
the six Category 4 storms: Donna in 1960 and Andrew fhre years ago. Wt had no idea that 
Andrew would be so devastating. Neither did the in s ur a n ce companies. And the attempts to 
id^uflt to the new realities of our hurricane potatiai have not been smooth. Today,the 
Toluiitary, private sector homecwtiers' iiisitrBrvR market does riot work well any«^^ 
Fkxrida, and does not work at An m some parts of Florida. 

Recently, sdcntisu from the Hurricane Research Dhnsion of the Naoonal Oceanic and 
Atmospheric Adininistrationard from the National Cwiter for A tm o sp heric Research 
caknlaled the costs of some histcrichniricanea as if they had happened today. Theresnh: 10 
hwricanes since 1925 would have caused kMMS of mofe than $5 billion each k they hit Florida 
lod^. The wocst the 1926 Category 4 storm thatwiped out MiainiBaKh,ieoiild today c^ 
over $72 billion. Ifs die prospect of more Andww-si«d Uu i ih:an i i a ndv ror t a in tJMi 
iais e sa bie future that has created a need wriMUCTnoecapacily t hat a p p e aia to be beyond the 
ibiliqr of the private sector or stats govemmenti to meet. 

We know what the problem is 

We know whafs needed x> respond to the problem. 

We know that in Ronda we have begun to respond m a substantial %v«y 

We know that soane other states havt flsade pcograss. 

We know we need to Jo much more. 

And we are begmnmg to understand that a good part of oxir problem lies in getting 
people to understand that our problem is also their problem. 
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W€ need to comxnuiUcatt. We need to make our fellow kgislatots in the states and in 
Congress aware of the fact that thty are chipping in big time for the likes of Andrew and the 
likes of Northridge. 

Your Committee needs to have these types of healings acxosf the country. Youcould 
have them in places that don't consider themseh/es disaster prone. And you could have them 
in places that only recenthr have come to consider themselves disaster prone. Uke Grand Forks, 
North Dakota. 

And most important you cotUd have them in places that do consider themselves 
disaster prone. 

We need to combine our somewhat far-flung constituencies. Whaf s needed is a 
coalition of Members of Congress from coastal states. 

Add up those Congressional delegations and you have a majority of the House of 
Representatives. And you have more than a third of tlie Senate for starters^ once you indude 
Missouri Kencucky and the other states on the New Madrid Fault 

And there are even more states if you cake in die flood risk^ considering the general 
dissatisfaction with the federal flood program. 

I know those state legislators active in NCOIL would be more than happy to work with 
you in this effort 

The idea that the problem aosses state unes has begun to come across in the sutes. 
And I believe the same thing can happen m Congress. 

1 believe that we can find converts in Congress who will drop the quiet opposition 10 
natural disaster (egislaticn, once we show them it will help their constituents - and once we 
show them we have the votes. 



(The above referenced .NCOIL resolution is studied.] 
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Florida House of Representatives 

John Thrasher, Speaker 

Cominittee on Insiiraiice 

Consumer AfGiun Council 

StnBalatcr LMfieWaten 

Chair Vice Chair 

July 12, 1999 



The Honorable Rick Lazio, Chair 

Subcommittee on Housing & Community Opportunity 

Committee On Banking And Financial Services 

United States House of Representatives 

2 1 29 Raybum House Office Building 

Washinc^ D.C. 20515-6050 



Dear Congressman Lazio: 

Thank you for allowing me the opportunity to provide comments on homeowners' insurance to 
the Subcommittee on Housing anid Community Opportunity. As you know, I had the pleasure of 
testifying previously before the Subcommittee on Housing and Community Opportunity. 
Unfortunately, I will be unable to attend the hearing in Tampa, Florida on July 12, but I wanted 
to submit comments with this letter. 

I appreciate your efforts and those of Congressman MoCollum in drafting this national disaster 
legislatioiL The federal goveniment does have a role to play in preparing for major natural 
disasters as a partner with states. I want to emphasize the primary role states must play. States 
should do their share to assure that risks are covered for all but the most devastating catastrophic 
events. Florida has stepped up to the plate and met its obligations. Let me describe to you what 
we have done. 

As you know. Hurricane Andrew drastically changed the &ce of the property insurance market in 
Florida. Homeowners' insurance coverage became more expensive and much harder to 
purchase. Attempts to adjust to the new realities of the Florida property insurance market have 
not been smooth, but after ahnost seven years, the market in most areas of our state is recovering. 

After Hurricane Andrew, the Legislature created the Florida Hurricane Catastrophe Fund (Cat 
Fund) to improve the availability and affordability of property insurance in Florida by providing 
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a fonn of relatively inexpensive reinsurance to Florida personal and commercial residential 
insurers. Participation in the Cat Fund is mandatory for all admitted insurers writing property 
insurance in the state. Legislation passed during the 1999 session capped the claims-paying 
capacity of the Cat Fund at $ 1 1 billion and granted additional assessment authority to the Cat 
Fund in order to provide coverage to insurers for more than a single hurricane season. 

In December 1992, the Florida Property & Casualty Joint Underwriting Association (FRPCJUA) 
was created as the state's 'insurer of last resort*' Those property owners who found themselves 
unable to procure property insurance fix>m the admitted voluntary maricet could turn to the 
FRPCJUA. In an effort to stall the growth of the FRPCJUA, the Legislature took action to 
prohibit the rates of the FRPCJUA fix>m being competitive with those of the voluntary market 
The FRPCJUA also embariced on a legislatively-mandated depopulation effort that included 
financial incentives for admitted insurers that agreed to take policies out of the FRPCJUA. 
While the current policy count of the FRPCJUA has dwindled to just over 100,000 with 
exposures of around $17 billion, the concentration of policies remains in vulnerable southeast 
Florida. 

While the policy count of FRPCJUA has been fisdling, the policy count of the Florida Windstorm 
Underwriting Association (FWUA) has been increasing steadily. The FWUA provides only 
windstorm insurance for those unable to procure it in the private market. The current policy 
count is over 490,000 representing $89 billion in exposure. As in the FRPCJUA, the policies in 
the FWUA are concentrated in the high-risk area of the state: southeast Florida. 

While Florida's property insurance maricet is improving, a major storm could reverse the 
progress we have made since the devastation of Hurricane Andrew. A major catastrophic event 
could potentially deplete the resources of state and private-sector insurers, leading to consumer 
disruption and availability problems similar to those experienced after Hurricane Andrew. In 
addition, large assessments would be levied on consumers in order to pay for the losses 
experienced by the Cat Fund, the FRPCJUA, and the FWUA. The private market and the state 
could not shoulder the burden of a mega-storm alone. While another major catastrophic event 
would have serious economic repercussions for Florida, the economic dislocation caused by such 
an event also would be feh in other states. The economic hardship caused by another 
catastrophic event in Florida would certainly reduce the overall capacity of insurers to cover risks 
in other states across our country. The ensuing availability problem in turn would likely produce 
higher rates nationwide. Federal legislation designed to increase overall capacity, to reinsure 
events that exceed the capacity of private insurance and state programs, would help all states 
cope with the effects of a major Florida storm. 
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H^ 21 would offer an additknial fumliiig source to pay over and ^ 
fvivirte insurers are able to pay in the event of a catasbophic stoim 

loases. White the Cat Fund and private insurers togedier would be reqxxnsiblefiM'approxinMtdy 
the first $17 billion in losses here in Florida, federal legislation could provide an additional layer 
of resources diat would be available when the resources of bodi the Cat Fund and private insurers 
aredepleled. Spreading the burden ofsuch huge catastrophic losses caused by an event of this 
s is necessaiy to avoid potentially severe economic and personal dislocation in our 



I applaud the Subcommittee for holding this field hearing. The threat of a major event is real, not 
only in Florida, but in other stales, such as California and Hawaii. Without federal l^islation 
that would help Florida in the event of a stoim laifger than Humcane Andrew, Florida could be 
back to square one. 



Sincerely, 



Stnl 

R ilMUuiiatl vc, District 25 

SB/nws 

s.'Coaaesr.fMiwsvMaija i% 12. tntOMfm) 
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Congressman Spencer Bachus 

Hearing on H.R. 21, Homeowners Insurance Availability Act 

Opening Statement 



Mr. Chairman, I want to commend you for holding 
today's hearing on the Homeowners' Insurance Availability Ac — 
of 1999. Making sure there is adequate insurance against 
catastrophic natural disasters is critically important, and I want 
to commend the sponsor of this bill, Mr. Lazio, for his efforts. 
As we move forward, there is one issue I am concemed about. ] 
want to make sure that any new federal program of reinsurance 
created by the Congress strikes an appropriate balance betweerm. 
the pubhc and private sectors. I want to be sure we are using 
taxpayer dollars as a backstop when catastrophes are beyond tbue 
capacity of the private markets, and at the same tune being 
careful not to crowd out or replace those private markets. 

I am concemed that as drafted, H.R. 21 may not strike 
that appropriate balance. Several studies have shown that the 
capacity of the reinsurance marketplace has grown significantly 
in recent years, and there appears to be an abundance of 
reinsurance. In addition, many property and casualty companies 
are experiencing record-breaking surpluses* Innovations within 
the capital markets to securitize insurance risk have provided 
alternatives to traditional reinsurance, and lMroug)it significant 
additional capital to the table. With the growtfi in ciqiacity, there 
are signs of declining prices. One expert with tiie Insurance 
Information Institute has suggested tiiiat *'[r]einsurance is che^ 
and plentiful.** 
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:Now, I am very much aware of the need to be fiilly prepared in 
tthe event of a catastrophic hurricane, earthquake or other natural 
disaster, and I fiilly support Chairman Lazio's efforts to focus 
our attention on these matters. I just think that we must be 
careful before committing billions of dollars of taxpayers 
money that we are not using that money to replace the private 
sector. It may be that the level at which federal payments are 
triggered in this legislation will need to be adjusted to reflect the 
actual capacity of the private sector, and to make sure that the 
taxpayers are being called upon only as the insurer of last resort. 
I know Chairman Lazio is sensitive to this, and I look forward 
to working with the chairman on this bill to ensure that we 
preserve and encourage the growth of an innovative and 
expanding private reinsurance marketplace 
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OPENING STATEMENT OF REPRESENTATIVE MERRILL (JUUK 
Hearing on H.R. 21, the "Homeowners' Insurance Availability Act of 

1999" 

Thank you, Mr. Chairman. Over the past ten years with the cost of 

natural disasters approaching $1 billion a week in America, I know we 

would all like to think our states and our constituents, are immune to a 

natural catastrophe causing the loss of a home or a loved one. But, 

unfortunately that is not the case. My own district, in Utah, lies directly 

on one of the largest fault lines in the West. In the ill-fated event, such as 

an earthquake, should occur or be predicted to occur in Utah, this bill 

would help to ensure the availability of homeowner insurance and provide 

a foundation for sound financial recovery. 

I would like to commend the Committee and our leadership — Chairman 
Leach, Housing Subcommittee Chairman Lazio, and Vice Chairman 
McCollum — for holding this hearing to address this important problem. ] 
am a co-sponsor of H.R. 21 and I am hopeful this bill will clear the 
Banking Committee soon and be taken up shortly thereafter in the full 
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House. We need to ensure that homeowners insurance is available and 
affordable for all Americans and H.R. 21 will help do that. 

Finally, I would like to re-emphasize the strong support H.R. 21 currently 
enjoys. With a bipartisan group of 97 co-sponsors, this bill has a great 
amount of momentum. Additionally, several of the real estate groups — 
like the National Association of Realtors 'd^ National Association of 
Home Builders whose members face this and ' ther types of homeowner 
insurance issues everyday — support the bill. In fact, I would like to ask 
unanimous consent that a statement in support of H.R. 21, on behalf of 
the National Association of Home Builders, be submitted for the record. 

That concludes my statement. Thank you, Mr. Chairman. 
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(^)NAHB 



lMllStliStract.NW 
WashiBglM,DC2tM5 

^" ^^^^^ NotonalAssooation SS)SSS 

QFliDMBBUILDeRS Fai (202) «22-«S72 



July 30, 1999 

StateawBt for the Record of the National Association of Home Bniiders for 
the Bfmat of Representatives' Committee on Banidng and Financial Services 
I on BJL 21, the '^Homeowners Insurance Availability Act of 1999" 



The 197,000 members of the National Association of Home Builders (NAHB) iqipieciate 
iK opiMMtunity to soboiit for the record our views on H^ 2 1 , the **Homeowners Insurance 
AvMUbOity Act of 1999.** First, we would like to commend the leadership of Housing 
SvboQiBDiitlee Chairman Lazio, Chairman Leach, Ranking Member LaFalce, Vice Chairman 
McOottum, and the efibits of the entire Committee, on this important issue. 

NAHB strongly believes this is an important issue for Congress to address. We believe 
HJL 2 1 - by atating a federal ''backstop** through reinsurance to eligible state insurance 
proyns in the event of a catastrophic natural disaster - will foster accessible and affordable 
h oaw owa cfs insurance for millions of Americans. Property damage from recent hurricanes, 
floods* «id earthquakes has abeady draniatically mcreased the cost of homeowiien iiisuFBDce in 
5 and we believe H.R. 21 would go a long way towards addressing this problenL 



RR. 2 1 would help do this by establishing a sound fiscal reinsurance pcDgram to help 
Me the withdrawal of the private sector in those three hazard-prone states, and periu^ 
s the country. These states have responded to the unfortunate reaction of insurance 

5 either discontinuing, or drastically cutting back, homeowners policies by establishing 
some foim of insurance or catastrophic fond. Because part ofthe destruction caused by 
llw i kape Andrew was attributed to the lack of effective building code enforcement as well as 
specific code compliance problems, some in Congress and elsewhere have tried to link insurance 
coverage to certain building code compliance mandates. NAHR h«« o pposed, and will contimie 
IP oapoae. anv Wwiriafian onntiiinitw nnwniM nrovkinna ^y^l^ mWMllrtr '"'Mffg 91?4r' fflrf 

homeownq ? W¥^ Tffl^y^ 

For this reason, NAHB is pleased H.R. 21, as currently crafted, does not contain a federal 
mmdilr relating to state and local buikiing code compliance and adoption provisions for 
dbasleriMaie areas. At the sanie time, H.R. 21 begins to address the very real needs associated 
widi the availability and affordability of homeowners insurance for coverage of certain natural 
Therefore, NAHB supports the overall objectives of H.R. 21 and the process for 

I the bill forward. 
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WhUe there are oatain aspects of H.R. 21 on which NAHB has DO fonnd 
believe the proviskxis relating to state hazard mitigation plans will also have a direct impact on 
housing affordability and the building industiy. As previously noted, H.R. 21 is silent on 
mandatory federal building code requirements. In addition, H.R. 21 would leave to the discretion 
of the pertinent states what type of mitigation programs they should adopt NAHB agrees that 
the establishment of state p r ograms without federal intrusion is the preferable approach. 

Traditionally, the health and safety of the general populace has been the prerogative of 
the states with the broad support of the federal government - whether in the form of the Federal 
Emergency Management Agency or a reinsurance program - in the event of a major natural 
dis&iter. This longstanding principle is well founded, as it is in^rtant to remember that each 
community, stale, or region is subject to a variety of different perils as well as varying degrees of 
risk. What might be an effective mitigation strategy in Florida may not be an appropriate or 
effective strategy in Texas or California. 

We also believe that state mitigation p rogr am s should not be focused exclusively on new 
construction, but that national strategies should address existing construction which compromise 
the vast bulk of the housing stock. Such programs could include more timely emergency 
preparedness and response programs, public education programs, voluntary programs with 
insurance premium reduction incentives, enhanced code official certification requirements, and a 
whole host of other strategies - like pethi^ a mitigation tax credit. However, we feel these 
pfograms should be left to the states to develop to address the particular nuances of their 
localities. 

Finally, NAHB - like the National Association of Realtors ~ is always concerned that 
homeowners insurance should be accessible and affordable. Therefore, we siq)ported the 
inclusion of a study in H.R. 2rs predecessor (H.R. 219 in the 105* Congress) evaluating the 
availability and affordability of homeowners insurance and the extent to which state and private 
insurers are addressing the problem. We are very pleased H.R. 21 contains provisions calling for 
a similar study. We also support the inclusion of a representative of a consumer group on the 
National Commission of Catastrophe Risks and Insurance Loss Costs, and would also like to see 
a requirement at least one representative is from a nationally recognized real estate group. Thank 
you for the opportunity to present the views of the housing industry on this very important issue. 
We stand ready to assist you in seeking a legislative remedy to the enormous problem natural 
disasters pose to housing consumers across our nation. 
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Statement of Congresswoman Sue Kelly 

Full Banking Committee Hearing on 

H.R. 21, the **Homeowners' Insurance 

AvaUabiUty Act of 1999" 

Friday, July 30, 1999 



Chairman Leach, Ranking Member LaFaloe. I wm to ihnk you bodi lor agreeing to hokl this 
hearing on H.R. 21, the **Horoeo\vneR* Insunoioe Availabilily Act of 1999.* RR. 21 represoits 
a great deal of good work on the part of our Chaiiman of the Ifoosing Subcommittee, Mr. Lazio, 
Congressman McColhim, Chairman Leach and the test of the members <^diis Conmiittee and 
especially the staff. I am proud to be an original cosponaor of tfab Irgi^tatinn and to have had a 
hand in crafting some of its provisioos. 



We need to clear the air on one of the iDOfe oonliovccsial sectioos <^diis bin, lymdy tl^ 
triggers. Uot year Chaiiman Lazio was good cnoii«|i to inchide in tins legjsiMioo an amendmem 
1 authored that stipulates, in two differem sections rftfae bat, tfaMthbk'gnfa^^ 
not displace or compete with the privsie insunnce or idiBu i anLc mMkets or capital madoets, as 
determinod by the Seoelvy. End quote. This la^giuy provides a fleribtetqgger in dg bill that 
can move on an annual basis to leflectdHQges in mariDetcapncily. Thisisaie apnnruMr 
approach since one of the clear oljeclives of tins legisiabon is not to, in any way, dbplao^ 
market or market growdi poteniiai The iasneflHtaoaie are tdkii^ about when ftey mention Ac 
"Irigger" wouM be the kywesi kvd M which dK trigger oould be set, kmmn as dK "^^ 
irnpoitant that peoptenakedg di i ti n iJiu n a between ifaeae two p ioi v isions. The issnes of tfs 
trigger and the floor seem to get oonfined in tfK debate, b'simportaatlfatf wcbedeartowhm 

we are fanning, if — *yni^ lf« ^snts^— ahtm^ tfa^ mltnlitm m *ji. nf lKi< lai^gnag^ pl^^BP ^wiJ^ t 

me. 1 sand ready and willing to try and addtas cyan i w lefating to tins im wlt Imgaagi^ 

I also Mn a strain supporter of dK lii«n«e in HJL 21 thai sdpobles a SO - SO cost s 

fedend program. It was wifttfK adoption <rf'd 

bcirame a strong supporter rftflns leggfation. Ini 

the grem sMe <^New York, I though ii filling M tins point to 1 

copy of the "Report <^dK Tcmponry Panel c 

I by the cMr of tins paMl Neil Levin. dK New YoriL 2 
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This iqxMt, written by a bcoad cross section of the insurance industay in New Yoik, details the 
ament state oftfae New Ycnk State homeowners' insurance maiket This will be an invaluable 
reference to this committee since New Yoik is by fer the greatest state in the Union, followed 
closely by Iowa. 

I am veiy pleased thai we have such a distinguished panel of witnesses before us today. Ithank 
you all for takmg the time to join us here to share your considerable knowledge with us. Ilook 
forward to exploring your thoughts and ideas on this legislation as we move forward. 

Thank you Mr. Chairman, and I yiekl back the balance of my time. 
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TEMPORARY PANEL ON HOMEOWNERS' 
INSURANCE COVERAGE 



A Report to Governor Pataki 

and 

Members of the New York State Legislature 




February 1, 1999 



Superintendent of Insurance 

Neil D. Levin 

Chair, Temporary Panel 
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STATE OF NEW YORK 
INSURANCE DEPARTMENT 

25 BEAVER STREET 
NEW YORK. NEW YORK 10004 



February 1, 1999 

To Governor George E. Pataki and Members of the New York State Legislature 



In accordance with Chapter 44 of the Laws of 1998, 1 hereby submit the "Report of 
the Temporary Panel on Homeowners' Insurance Coverage." 

The first meeting of the Panel took place on November 30, 1998. Subcommittees 
subsequently met and the Panel heki full meetings on December 14, 1998, and 
January 22, 1999. The members are all experienced, knowledgeable Insurance 
professkHials. They were assisted by staff from the New York State Insurance 
Department. 

I wouki like to thank the members of the Panel for the time and energy they have 
devoted to assembling this comprehensive report. 



Sincerely, 



NeflD. Levin 

Chair, Temporary Panel 



http://www.ln8.state.ny.u8 
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TEMPORARY PANEL ON HOMEOWNERS' 
INSURANCE COVERAGE 



A Report to Governor Pataki 

and 

Members of the New York State Legislature 



February 1, 1999 



Superintendent of Insurance 

Neil D. Levin 

Chair, Temporary Panel 
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Executive Summary 

Preface (Overview & tneurance Department tnitiativee) 

t. Purpose of the Subcommittee 

II. Present Availability of Homeowners' Insurance in NY Coastal Areas 

III. Catastrophe Exposure for NY Market 

IV. Strength of the Private Martcet 

V. Description of Hurricane Insurance State Mechanisms 

VI. Alternative Potential Resources to Fund Catastrophes 

VII. The Argument for a Hurricane Catastrophe Fund 

VIN. The Argument against a Hurricane Catastrophe Fund 

IX. Catastrophe Fund Summary & Recommendations 

I. Purpose of the Subcommittee 

II. History & Current Status of Hurricane Deductible Programs 

III. Areas off Agreement: Deductibles 

IV. The Argument for Standardized Deductibles 

V. The Argument for Flexible Deductibles 

VI. Applied Insurance Research (AIR) Deductilrie Impact Study 

VII. Regulation 159 

VIII. Consumer Education Efforts ^ 

IX. Mitigation 

X. Capital Maricets 

A. Homeownera' Insurance Deductible Rllngs, NYS, (as of 1/31/n) 

B. Tapping the CapNai Markets (MtietomiiiimMiM) 

C. AIR Study: Hurricane Loss Analysle-Homeowners 

D. Recent Risk Securitization Acthmy : 
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Executive Summary 

Catastrophe Fund Subcommittee 

• The Catastrophe Fund Sut)committee was formed to evaluate the feasibility of 
estat)tishing a statewide catastrophe insurance fund. 

• The Sut)oommittee t)elleves that the estak)lishment of such a catastrophe fund in 
New York State at this time is unwarranted for the following reasons: 

• The availability of homeowners' insurance in coastal communities, with few 
exceptions, has rebounded as a result of efforts by the New York Insurance 
Department and the insurance community through both legislative initiatives and 
regulatory programs. 

• The number of homeowners' insurance pofides written by the insurer of last 
resort - the New York Property Insurance Underwriting Assodatkxi (NYPIUA) - 
has leveled off and the number of new pofides is decfining. 

• The property/casualty insurance industry is better positkmed to withstand 
catastrophk: events since Hurncane Andrew in 1992. The industry's surpkis has 
risen from $193.1 bilKon in 1994 to $342.0 bifion in 1998. 

• There is an overabundance of capacity in the reinsurance market, whk:h is 
driving down catastrophe prk:ing. 

• Additk)nal capacity from the capital markets is growing and expected to expand 
further. The capital markets' fundmg of catastrophe expcsures has grown from 
one transactkm in 1994 totaling $85 miKon to eighteen transactkMis in 1998 
totaling over 13 bWort 

• Creatkxi of a state catastrophe fund in New York raises pubfic poficy concerns, 
among them: 

* A viable catastrophe fund must be exempt from federal taxatkm. Inorderto 
achieve such anexemptton, significant stale financing of the fund wouU be 
required. 

* CtDSS-sut)8idbalfan could occur iMlwoon low risk and Mgh-iisk areas, and 
oommorcial poicytioiders vs. piivale trameowners' poicytioUers. 

* It could impede the devetopmeni of capital martcet and ottier aaemattve 
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Market Dynamics Subcommittee 



• The Market Dynamics Subcommittee was fonned to analyze (1) the issues of 
homeowners' deductibles (disclosure and triggers), (2) mitigation efforts to reduce 
loss, and (3) the cun^nt state of capital markets in the funding of catastrophe 
exposures. 

• The Subcommittee unanimously agreed that: 

Deductibles should be triggered by specific wind speeds and only upon 
classificatk>n/naming of hunicanes. 

Insurers shoukJ offer policyholders an option of lower deductible amounts if 
significant mitigation efforts are undertaken. 

Catastrophe modeling shoukJ t>e pennitted to support rate and deductible filings. 

Full and adequate disclosure is vital to the success of the cunrent deductible 
program. 

An optional supplemental notice shoukl be sent to policyholders by insurers, 
reminding them to contact their insurer or agent if questions arise. 

The publk: should t>e educated t>oth prior to and throughout the hunricane 
season. 

Further consumer educatk>n is needed. 

Lack of an effective New Yoric State perfonmance-based buikling code needs to 
be addressed during the 1999 legislative sessk>n. 

As the number of investors partk^ipating in the insurance-related capital maricet 
grows, issuers of insurance-related securities benefit by having a new and 
deeper pool of capital to assume catastrophic risk. 

• In additton, some Subcommittee members felt that deductibles shoukl be standard 
among al insurers in order to avoM consumer confuskxt 

• Equaly strong sentiment was expressed by othdr Suk)oommittee members that the 
current dedudtole program achieves maximum flexibility and shouM be maintained. 
The Insurance Depaitnenfs present program, they believe, has created much- 
needed opportunities for insurers to increase maricet share in coastal areas. 
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Preface 

This report is submitted pursuant to Chapter 44 of the l^ws of 1998, which ameiKte 
Chapter 42 of the l^ws of 1996 by continuir^ the requirement that a special advisory 
panel be established to make a report to Governor Pataki and the L^islature on 
problems affecting the affordability and availability of homeowners' insurance in New 
York State. 

In accordance with the legislative requirements, Superintendent of Insurance Neil D. 
Levin chaired the Panel. The Superintendent wi$hes to thank the foNowtng indivklual 
members of the Panel for their partk:ipatk>n and generous contr1butk>n of time and effort 
in helping to accomplish the Panel's mission: 



John R. Cashin Willis Faber North American, Inc. 

Marsha Cohen Reinsurance Associatk)n of America 

Anthony Granito McNeil & Co. Insurance & Risk Sendees 

Jeffrey Greenfield NGL Group. LLC 

Howard I. Honig Honig Insurance Agency, Inc. 

John B. Johnson Johnson & Johnson Agency, Inc. 

Shelly H. Kozel Lezok, Ltd. 

Mart( Kriss, Esq. Kriss, Kriss & Brignola (AHance of American Insurers) 

Mary Lanning ML&G Associates 

Philip Lawson Allstate Insurance Co. 

Peter Lefkin Fireman's Fund Insurance Co. 

Nteholas Puiek) U.S. Re Corp. 

Daniel Robinson New Yoric Central Mutual Rre Insurance Co. 

Michael Rosenzweig Rosenzweig Financial Sen^k^es 

James E. Ryman State Fann Insurance Co. 

George D. Yates Dayton & Osborne 

Steven Wietfisbach Travelers Insurance Co. 

Lewis Wison Fire Mariclnsurance 

Within the New Yoric State Insurance Department (the Department), an inlemai task 
force was formed to assist and coordinate the PaneTs activities. The members of the 
internal task force, chaired by Stephen Mahik. were First Deputy Superinlendent 
Gregory V. Serio, Marie Piesser. Janet Gkyver, Else Uebers. Charies Rapoockiok), 
Michael Moriarty. Christopher McCarthy, Wayne Cotter, Benita HirsGh, Patricia Mann. 
Anthony Yoder. Murray Hirschhom, and Marina Lutchman. 



tlila report was ptsparwl by the Temporary Panel on Homeowners' 
^vsrags. The Temporary PansI Is comprlssd of msmbsrs appoMed by 
^^ovsmor PatakI and various msmbsrs of ths Msw Yoric Stats Lsglslsliirs. 
/Jthough ttils rsport was prspsrsd as a rssiilt of m ss H ng s oondudsd In ths Msw 
^ork bisurancs Dspsrtmsnf s offloss snd this fsport was p u bl lat isd by ths 
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Department, the report is not an official publication of the New Yoric State 
Insurance Department. It reflects the findings and opinions of the appointed 
members of the Temporary Panel, and not those of the Insurance Department. 

The full Panel met in plenary session three times in 1998 and 1999. At the direction of 
the Superintendent, a Catastrophe Fund Subcommittee and a Martcet Dynamics 
Subcommittee were formed. The Catastrophe Fund Subcommittee focused its attention 
on the availability of homeowners' insurance in coastal areas In order to determine the 
feasibility of establishing a statewide catastrophe insurance fund. It also examined the 
potential impact of various hurricane scenarios on New Yoric arKi the ability of the 
insurance market to withstand such events. The Market Dynamics Subcommittee 
evaluated issues surrounding homeowners' deductibles, mitigation as a means of 
reducing loss, and the emergence of capital markets to fund catastrophe exposures. 

Presentations were given to the Panel by Dennis Dee and Michael Esemer of the New 
York Property Insurance UndenAniting Association (NYPIUA), Andrew Kaiser of 
Goldman Sachs, Karen Clarke of Applied Insurance Research, and John Cashin of 
Willis, Faber North American, Inc. Legislative updates were provided by Christopher 
McCarthy of the New York State Insurance Department and Steve Casscles, Counsel 
to New York State Senator Guy Velella (R-Bronx/Westchester). 

Members of the Panel as well as nonmembers served on the two Subcommittees. 
Subcommittee members are listed in the body of each Subcommittee report. 

Overview 

Reports issued by the Panel in 1997 and 1998 provided a historical perspective of the 
origin and evolution of the homeowners' insurance product. Homeowners' coverage 
has been a source of comfort to property owners and lenders in the development and 
maintenance of communities throughout America. A homeowners' insurance polk:y is a 
vital instrument of financial security for millions of Americans, as well as a profitable line 
of business for insurers. 

In recent years, however, natural disasters, most notably Hurricanes Hugo, Andrew and 
IniM, have prompted insurers to reassess their positkm in the martcet. Many insurers 
have reduced their writings on properties located atong New Yortc's coast in order to 
minimize potential \osses from an Andrew-like stomn. Other steps have been taken by 
the industry and New Yoric regulators to expand capacity. They Include (1) a Coastal 
Martcet Assistance Program that secures coverage for hard-to-place risks; (2) the 
development of windstcArm deductibles (whteh are applied separately from the tradHkxial 
en-perils deductibles found in homeowners' polteies); (3) the expanskm of catastrophe 
reinsurance, capital maricets and other risk-spreading mechanisms; and (4) various 
initiatives to promote consumer educatkxi and k>ss mitigation. 
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insurance Department initiatives 

(For mom deMed kilbnnaUon, see page 26) 

The states have responded to the homeowners' insurance problem in various ways. 
States such as CaRffomia and Florida, which are prone to earthquakes and weather- 
related disasters, were compelled to address these issues in an acute crisis 
atmosphere. In contrast, New York has been responding to market disnjptk>ns due 
largely to the anticipation of a catastrophe that has not yet materialized. Because New 
York's coastal areas are densely populated and highly developed, the potential losses 
from such a storm could be significant. 

Upon assuming office, Governor Pataki reviewed the situation faced by the State's 
coastal residents. Recognizing that free market initiatives offer the best opportunity to 
achieve an effective and lasting solution, Qovemor Pataki stressed the importance of 
participation of the voluntary insurance market in a coordinated program of response. 
The State's efforts to address the problem were renewed and strengthened. 

New York's response encompasses a combination of regulatory and legislative 
initiatives, including: 

• The Department established the Coastal Market Assistance Reference Tables, or C- 
MART, to provide, via a special telephone hotline, the names and phone numbers of 
insurance companies that had indicated a willingness to insure risks in proximity to 
the shore. 

• The Coastal Martcet Assistance Program (CMAP) was established, consisting of a 
voluntary networtc of insurers and producers to assist homeowners reskftng in 
coastal areas in obtaining insurance. 

• Special deductibles applicable only to the windstorm peril were approved for some 
insurers as a means of encouraging them to continue to insure properties ak)ng the 
coast. 

• '^rap-around" policies consisting of property coverage provkted by the New Yortc 
Property Insurance Underwriting Association (NYPIUA) and liability protection by a 
vokjntary insurer were approved. 

• Qovemor Pataki signed Into law legislation permitting insurers to file multi-tier ratkig 
programs for homeowners' insurance, and to strengthen requirements provkfing for 
the minimlzatkm of martcet disruptions when insurers seek to withdraw from the 
homeowners' insurance martcet 

• The Department issued Regulatkm 159, whk^h requires insurers to provkle detailed 
di8ck)8ure notices to policyholders regarding windstorm deductit>les. The 
Regulatk)n mandates that insurers begin issuing such nottees to insureds with an 
poHdes wrttten or renewed on or after January 1, 1999. 
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• The Insurance Department amended Regulation 57 in 1998 to require insurers to 
provide premium credits to property owners for the installation of stomn shutters in 
order to prevent or mitigate losses. 

The New York Insurance Department continues to encourage the development of 
innovative approaches for the financing of natural catastrophe insurance exposures. 
Finding more efficient ways to access the capital markets Is an essential component of 
this endeavor. 

As indicated in the 1998 report by the Temporary Panel on Homeowners' Insurance 
Coverage, the Departmenfs initiatives with respect to capital markets include: 
facilitating proposals using catastrophe bonds and similar instmments; exploring the 
use of derivatives to transfer insurance risk; authorizing the Catastrophe Risk 
Exchange. Inc. as a reinsurance intenrnediary; proposing legislation that penrnits the 
issuance of capital notes; considering legislation to pemriit special purpose entities to 
securitize insurance risk; and developing a model for a tax deductible pre-event 
catastrophe reserve on a national level. Some of these initiatives are. prima facie, 
capital market approaches while others have the potential to be integrated with capital 
market approaches in the financing of natural catastrophe risk. 

Following is a 1 999 update on these activities: 

Monitoring Capital Maricet Activities: The Department has continued to review, and in 
most cases has approved specific transactions that facilitated insurers' access to the 
capital markets through the sale of catastrophe and insurance linked securities by 
insurers. In addition, New York serves as vrce-chair of the NAIC insurance 
Securitizatton Working Group, which has been charged with reviewing the continuing 
devek)pments in insurance securitization. 

Authorization of Derivatives: Derivative legislation was enacted into law In 1998 and 
authorizes the use of a wkJe range of derivative instruments for the purpose of hedging 
assets and liabilities by licensed New York insurance companies. Although the primary 
focus of the law Is the use of derivatives to hedge against the fluctuation In value of 
investments (either due to market risk or foreign currency exposure), certain derivative 
instruments can be used as part of a hedging program to transfer insurance risk to the 
capital markets. 

CATEX: The Catastrophe Risk Exchange, Inc. (CATEX) is licensed as a reinsurance 
intenrnediary under New York Insurance Law. Through a highly secure, yet flexible, 
computer-based trading exchange, CATEX provkles a means whereby primary insurers 
and reinsurers can have access to a wkler, more efficient means of distributing their 
risks. 

Capital Notes: The New York Insurance Departnrmnt continues to support iegislatkm 
auttK>rizing the issuance of capital notes by property/casualty insurers. A capital note is 
constructed as a debt instmment that is carried as a liability on an insurer's balance 
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sheet, but wtMi may be added to total adjusted capital for purposes of calculating risk 
based capital. This legislation did rK>t pass in the 1998 New Yori( legislative session. 

Pre-Event Catastrophe Reserve for Insurers: The New Yori( Insurance Department 
along with other state regulators have been involved in developing the design for a tax- 
deductible pre-event catastrophe reserve for insurers. This proposal will promote the 
safety and soundness of the insurance industry's balance sheet by enhancing the 
ability of insurers to fund a major catastrophe. 

Computer Modeling: The Department recognizes that computer simulation modeling is 
viewed by many in the industry as a viable supplement to traditioruJ ratemaking 
methodok>gies. Through such efforts as the issuance of Circular Letter No. 1, the 
Department is attempting to be responsive to the industr/s needs while balancing the 
desire to maintain a stable and viable homeowners' market in New York for years to 
come. The Department Issued Circular Letter No. 7 on April 7, 1998, requesting 
insurers to voluntarily provMe any computer modeling information used in the 
devetopment of their rales. At tiie time of this writing, insufficient information has been 
furnished kyy insurers to determine whether computer modeing is an appropriate 
component of ttie ratemaking process. 
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CATASTROPHE FUND SUBCOMMITTEE REPORT 
Members of the Catastrophe Fund Subcommittee 



Christopher Roe 

James Ament 
Joseph Calvo 
John Cashin 
Marsha Cohen 
Ross Davidson 
Joseph Fedor 
John Friedman 
Mary Griffin 
Royii Holloway 
MarkKriss 
Mary Lanning 
Peter Lefkin 
Elise Uebers 
Stephen Malulc 
John Miletti 
Michael Moriarty 
David Nadig 
Nicic Puleio 
Michael Stinziano 
Steven Wietlisbach 
Jeffrey Williams 
David Unnewehr 
Debra Vasey 
Anthony Yoder 



Fireman's Fund Ins. Co., Chairman 

State Farm Ins. Cos. 

New York Property insurance UndenA^riting Association 

Willis Faber North American, Inc. 

Reinsurance Association of America 

USAA 

US Re Corp. 

USAA 

American Insurance Association 

State Farm Ins. Cos. 

Alliance of Amertean insurers 

ML&Q Associates 

Rreman's Fund Ins. Co. 

New York Insurance Department 

New Yoric Insurance Department 

Travelers Ins. Co. 

New York Insurance Department 

Allstate Ins. Co. 

US Re Corp. 

E.W. Blanch/Paragon Reinsurance Risk Mgmt. Services, Inc. 

Travelers Ins. Co. 

Allstate Ins. Co. 

American Insurance Association 

State Farm Ins. Cos. 

New Yortc Insurance Department 



I. Purpose of the Subcommittee 

The Catastrophe Fund Subcommittee was charged with an "evaluatkni of the feasit>llity 
of establishing a state-wide catastrophe Insurance fund." In our analysis, we examined 
the availability of homeowners' Insurance in coastal areas as an indteator that further 
state action may be needed. We also examined the probabilities of hunfteanes striking 
New Yortc and the ability of the insurance maricet to withstand such events. 

Two states, Rorida and Hawai, have established slate hurricane funds and the 
structure of these funds are summarized. Generally, the Subcommitlee focused upon 
ttie merits of the Fk>rida reinsurance fund because it appears to be less intrusive on the 
private insurance maricet The Fk>rida fund provides Ftorida-spedfic reinsurance for 
homeowners' insurers, while the Hawaii fund sells hurricane insurance directfy to the 
homeowner. As a result, the Subcommittee primarily reviewed the advantages and 
dteadvantages of a hurricane reinsurance fund. 
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To provide a full discussion on the catastrophe issue, the Subcommittee also 
summarized two alternative potential resources to fund natural catastrophes. First, one 
Panel member presented the merits of permitting insurers to set aside federally tax- 
exempt catastrophe reserves. Second, another Panel member outlined possible 
stnjctural changes to the Florida fund in order to maximize its flexibility. The 
Subcommittee did not take a position on these attematives. 

II. Present Availability of Homeowners' Insurance In New York Coastal Areas 

A. NYPIUA's Rate of Growth 

Periodic concerns raised about coastal property insurance avaHability in New Yortc tend 
to obscure the fact that the vast majority of Long Island residents and other New 
Yortcers living near the coast are able to obtain voluntary martlet coverage. The New 
Yort( martlet remains resilient, despite concems about hurricane risk. One of the most 
reliable ways of measuring the mari(et's overall health is to track the experience of the 
New Yort( Property Insurance UndenA^riting Association (NYPIUA), an insurer of last 
resort. NYPIUA provides basic insurance to homeowners and businesses unable to 
find it in the voluntary martcet. Excessive and rapid growth of residual insurers like 
NYPIUA would be an indicator of insurance availability problems. 

Following Hunicane Andrew, a watershed event for the property-casualty insurance 
industry, voluntary writers adjusted their total exposures to catastrophic losses, alt along 
the Atlantic coast, including Long Island. In many cases, the adjustments provkled new 
mari(et opportunities for home insurers with small martcet shares who wanted to write 
more insurance, but the trend also resulted in an inciease in the number of NYPIUA 
policies on Long Island through the mid-1990s. However, NYPIUAs martcet share 
remains minor and its growth in coastal areas has been relatively smalt compared to 
property insurance residual martcets in other states. 

To put coastal property insurance availability into perspective, _ the following are the 
most recent trends in the number of NYPIUA dwelling policies: 

• Suffolk County: The number of NYPIUA poltetes increased just 1 .5% 
from 1997 to 1998 in Suffolk County to a total of 11,112. Even more 
positively, the number of /idii^NYPlUA policies d0cUned26,O% in 1998 
over 1997 levels. Overall poKdes increased slightly only because 
renewals of existing policies were higher than prevkHis retentkm rates. 
Overall, these trends indteate that the martcet is cunently stable to 
improving In Suffolk County, probably the most hurricane-expcNBed 
area of the state. At the end of 1998, about 2% of Suffolk resklential 
properties had a NYPIUA poltey, or about 2 of every 100. Asignificant 
number of these poNdes were written for second homes near beach 
end coastal areas most exposed to windstorms, rather than primary 
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• Nassau County: The number of NYPIUA policies in Nassau County 
rose 1.7% from 1997 to 1998 to a total of 5.422 policies. This 
represents less than 1% of this huge residential market. Furthenrnore, 
the numt)er of new NYPIUA policies declined 35,5% from 1997 to 
1998, from 1,840 to 1,187. Only at)out 1 of every 100 Nassau 
households now ot>tains residential insurance coverage through the 
NYPIUA. 

• For Queens County, and other coastal boroughs in New York City, the 
potential number of risks insured by NYPIUA is influenced both by 
urt^an and coastal hurricane risks. Even so, only about 1 of every 100 
insured househokis obtained insurance through the NYPIUA. Queens 
experienced a 0.6% rise in the number of residential NYPIUA polk^ies 
from 1997 to 1998, t)ut a substantial 30,2% decline h the number of 
new policies issued. On Staten Island, fewer than 1 out of 100 
househokis were insured through the NYPIUA as of November 30, 
1998. Brooklyn and the Bronx experienced both an absolute decline in 
total poKcies and a decline in new policies from 1997 to 1998. 

With both a statewkle and a coastal regkm maricet share of one percent or less, 
NYPIUA is functkming as intended, as an insurer of last resort. It also appears to be 
playing a secondary role in easing the impact of temporary adjustments in the voluntary 
maricet Compared to other coastal states, such as Fk)rida, North Carolina, and South 
Carolina, the shift to NYPIUA in New Yoric's coastal counties has been minimal. The 
total number of risks in Nassau and Suffolk Counties did increase steadily from 1993 to 
1996, as insurers adjusted to the post- Andrew environment, but growth is now minimal 
and new applicatk)ns and polk^ies have actually declined. 

A number of states prone to natural disasters have experienced tremendous growth in 
the share of homes insured through reskkial maricet undenvriting plans. New Yoric's 
property teisurance maricet has been much more stable. Even in the two Long Island 
counties most exposed to severe windstorms, the vast majority of risks continue to be 
served by the vohintary maricet There are a total of 868.142 insured househokJs in 
Nassau and Suffolk Counties combined. About 16.534 or 1.9% of these househokis 
received insurance through NYPIUA as of December 31 . 1998. NYPIUA is available for 
the most hazardous risks near the shoreline or on t>anrier islands, but there is no crisis 
in the maricet for property insurance. Indicatkxis are, for 1999, that coastal maricets wi 
(X)nlinue to improve. 

B. C-MAP And OthM- Programs Aiding Availability 

In response to pubHc concerns about insurance avalabiity in the mM-1990s. the 
Insurance Department authorized a Coastal Maricet Assistance Program (C-MAP) that 
involved a commitment by participating insurers to write an addittonal 5.000 poiteies in 
coastal areas a^w three years for risks that weiB having a dWicult problem findkig 
insurance. C-MAP is also administered by NYPIUA. Commitments by indMdual insurets 
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are based on market share. C-MAP participants agree to waive their existing 
ucKteoMfiting mles. regarding coastal proximity, in providing C-MAP coverage. 

The three-year program that started in March 1996 will be completed shortly and, thus 
far, demand has l)een less than anticipated, another indication that the coastal market 
is steadiy improving. It shouki be noted that Insurers have only needed to write about 
2,900 out of the 5,000 policies anticipated in the commitment. Approximately 2,500 of 
these have been written on a voluntary, self-selection basis by partk:ipating insurers 
and only 400 have been written through the *rotatk)n method," where policies are 
assigned to home insurers on the basis of market share. 

NYPIUA has pk)neered an innovative program to encourage property owners, located 
wW^ 1,500 feet of the shore, to undertake upgrades that make homes better able to 
withstand hurricane-force winds. When applyirig for insurance under NYPIUA, 
properties kx»ted in high-hazard coastal areas are inspected for wind resistance. The 
inspectk)n typicaNy results in recommendatk>ns for improvements to connections and 
anchors that will make the home and its accessories, such as stairways, decks and 
porches, better able to withstand high winds. The property owner must undertake 
racommended improvements as a conditkHi of retaining windstorm coverage. As they 
become more knowledgeable about the wind hazard and opportunities for mitigation, 
some property owners even go beyond minimum recommendations in upgrading their 
properties. Often these more wind-resistant homes become attractive to private 
insurers, and a coastal risk is removed from the residual market, NYPIUA. Insurers and 
state officials are working on addittonal initiatives to promote mitigatkHi in New York, 
which over the k>ng run will also help to improve availability. 

C NYPIUA's Catastrophe Program 

NYPIUA has devek)ped a favorable catastrophe program that has targeted the 1-in- 
1 00-year event For such an event, it is estimated that NYPIUA's probable maximum 
k)ss is $144 millkm. (If NYPIUA couM utilize a mandatory 2% hurricane deductible, this 
number woukJ be reduced.) To handle this exposure, the catastrophe excess of toss 
reinsurance program provkies $74 nmon in excess of $55 mHlkm k\ losses. The cost 
of Ihe reinsurance protectkm is $2 milHon and became effective July 1, 1998, sut)|ect to 
renewal July 1. 1999. NYPIUA also has $55 millkm in adequate cash on hand; $40 
mWon is members' equity in NYPIUA. For larger events, NYPIUA has the abOity to 
recover prospectively t>y an increase in future rates for NYRUA polk:yhokiers. Other 
property resklual markets, Uke the Ftorkta Windstomn Underwriting Assoctatk>n and the 
South Carolina Windstorm Plan, also purchase private reinsurance. 

If a deficit results after a hurrteane, NYPIUA's recoupment mechanism uses several 
liters. First, on or before November 1. NYPIUA must annually estimate its "defteif 
from operatkxis for the subsequent year and report that inf ormatkm to the Department 
of ineurenoe. ProvkJed Its liabilities exceed Its assets, NYPIUA may recoup any 
eetfmaled delteit through the foUowing steps (Sectkm 5405 of New York Insurance 
Lm4. 
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1. NYPtUA wilt 1)6 credited with the income earned from the Property and 
Casualty Insurance Security Fund (not to exceed $15 million). 

2a. After application of the funds provided in step #1. a factor is calculated (not to 
exceed 1%) by relating the remaining deficit to net direct premiums written for 
the latest year by the voluntary market in New York for the perils of Rre and 
Extended Coverage, including the same perils contained in Homeowners' 
Insurance and Commercial Multiple Peril package policies. 

2b. NYPIUA would immediately assess member companies for the deficit amount 
while advising members of the factor (surcharge) to be reflected immediately in 
their rate filings in New York. 

3. Any additional deficit amounts not recovered through steps #1 and #2 may be 
recovered prospectivety by an increase in future rates for NYPIUA 
policyholders. 

EXAMPLE: $140 MILUON NYPIUA LOSS EVENT 

Funding: $1 5 millk>n Source: NYPIUA equity (5-year average) 

$15 million Source: Step #1 P/C Security Fund 

$25 million Source: Step #2 Member Cos. 

$74 million Source: Reinsurance Program* 

$1 1 milUon Source: Step #3 Rate Increase 

'Under ttit reinsuranoe program. Stap #3 wfould not be adivatsd until tht rainsufanoo it 
depletod. Reinsurance Imits of $74 mllon in excess of $55 mWon aie taigelsd at 
preventing the need for recoupment under Step #3 above. 

III. Catastrophe Exposure for New York Market 

A. Previous Catastrophic Events 

Natural catastrophes are neither a new nor a distinctty American phenomenon. Ancient 
civilizatkNis witnessed and recorded floods, voteanic eruptkxis and devastating 
"tempests." U.S. history has been punctuated by massive eartfiquakes (New Madrid in 
1811-12, Charieston in 1886, San Francisco in 1906, and Anchorage in 1964) and 
hunricanes (Galveston in 1900, New Yori^ew England in 1938, Mississippi/Alabama in 
1969, South Carolina in 1989, and South Ftorida in 1935, 1950, 1992). Earthquakes 
around the "ring off fite^ have claimed hundreds off thousands off lives in Europe, Asto, 
Australia, North America and South America, and typhoons, cyctones and other seveie 
storms throughout the worid have left mllttons homeless. Betow is a Isl of the ten 
largest insured catastrophes in the United States between 1950 end1994. 
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LARGEST INSURED NATURAL DISASTERS M THE 

UNHTED STATES 

1950-1994 



Rank Ymt CstastroptM 









Onbrnkm^ 




1992 


Hufricane Andrew 


$18.4 




1994 


Northridge Earthquake 


123 




1950 


Northeast Winter Storm 


113 




1954 


Hurricane Carol 


63 




1989 


Hurricane Hugo 


63 




1954 


Hurrteane Hazel 


5.2 




1965 


Hurricane Betsy 


43 




1970 


Hurricane Cecilia 


3.0 




1960 


Hurricane Donna 


23 




1991 


CaWomia Fires 


23 



*ln 1t»4 tfoffart« a^Hitlad tor RcgtoiMl R tiidtniM Houm Prtce Mtafion bMad on Properly CWms 
S«fvto«t data adjuitod tor Itw ehtnga in Itw vakw of uftMn and njiai ovmer-occupied buidhgt in okIi 
tlaltualnolhaUJ.CaM«iaolHouaing8«(iatHC80-1-A. Chart proaamad by the Technical AcMmms in • 
MaDon la Iha NAIC Cataairopha Raaarva Subgroup on r^ aaoMlo n of laauea Regardbig the D e wlopwaa t 
of Ratarva Daaign Charaeiadalea. 

In 1998, the Property Claim Sendees reported that U.S. property and casualty insurers 
paki out 9^f\ estimated 810.7 t)iffon in natural catastrophe k)sses for the year. Of ttvs 
810.7 b)llk>n, Insured property k)sses from Minnesota's winter storms accounted \w 
81 .3 billion, whHe Hunlcane Georges damage in the U.S. reached $2.95 tmxx\. 

■. Current New York Catastrophe Exposure 

The hurricane that struck New England in 1938 was the greatest hurricane in ihis 
oentury to affect this area. Most recounts of the event discuss the tremendous wind 
gusts of up to 183 mph and stomn surge estimated at 12 to 16 feet associated with the 
8vent. It Is estimated that the storm killed at least 600 people and caused over $306 
fnllllon of damage. 

A January 1 999 report k>y Arkwright Mutual Insurance Company /E.W. Blanch ot>sen/ed 
that a severe hunioane couM strice New York and cause severe economic damage. 
Aooordlng to the report, the northern Atlantk: coast faces the potential for infrequent, 
but devaitatkig, hurrfcane tosses, prknaily due to the high property concentratton in 
(His region .... The New Yortc-New Jersey regkm is particulariy vufcierabte to a mi^ 
hurrtoane storm surge because of a bend in the coasllne known as the 'New York 
Sight.' A federal computer model used to establish evacuatton plans revealed that a 
mi^or huntoane stonm surge whtoh struck this unk|ue coastal area couM trap many 
paople In the rsgton." The report found that tf the 1938 hurrtoane struck today it couM 
rtault In as much as $45.5 blHon in economic tosses, signiftoantly higher than the 
800nomlo loss (as opposed to insured toss) realized from Hurrtoane Andrew. The study 
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did not provide analysis on the prot)ability or frequency of an event as large as the 1938 
hurricane. 

The $45 billion in economic loss should be qualified. Rrst, the estimate includes all 
loss and is not an estimate of hurricane windstomn losses as insured by the Industry. 
According to Applied Insurance Research (AIR), a catastrophe computer modeling 
entity, "estimates of total economic losses relative to insured losses range from 5 to 1 
for small events to slightly less than 2 to 1 for severe events." For example, the 
Arkwright/E.W. Blanch study estimates that the economic loss from Hurricane Andrew 
is approximately $25 billion, significantly higher than the actual insured losses. In New 
York, a large portion of the economic losses would be produced by storm surge and 
flooding, which is mainly covered under the federal insurance flood program. Second, 
the $45 billion estimate does not distinguish between residential and commercial losses 
or between insured losses In Connecticut. Massachusetts, New Jersey, New Yotk, and 
Rhode Island. Residential insured losses in New Yortc would be a minor portion of the 
overall economic loss. 

Finally, the 1938 hurricane was a strong Category 3 hurricane that occurred during an 
incoming high tide. Based on AIR's computer model estimates of the 1938 hunicane, 
the total insured loss for all lines of insurance today would be $17 billion for the entire 
Northeast. AIR also estimates that this loss amount for the Northeast is roughly at the 
one hundred and fifty year retum period. 

The results of Risk Management Services (RMS) 1998 study for WiNis Faber North 
America, Inc. examined the insured loss potential for New England to the hunicane 
peril, specifically focusing on New Yorfc State's vulnerability to loss, if a stonrn of the 
magnitude of the 1938 hurricane were to occur today, it is estimated the total Insured 
loss in New Yortc would be in excess of $4;0 billion. 

C. Historical Losms 

According to the Property Claims Services, there have been 124 catastrophic events 
since t949 that have affected New Yoric Losses from these events are estimated at 
$16.2 billion. Of the 124 events, 12 were hurricanes that affected New Yortc. This 
translates to approximately one hurricane affecting New Yori( every four years. Since 
1991, New Yoric has not sustained severe losses from a hurricane. 

To analyze the significance of these events representing $16.2 billion in total losses, it 
is easier to interpret the potential losses if the figures are presented in curient dollars. 
There are many factors that influence the trend of losses, such as population changes, 
inflation and constniction practices. Since much of this data is unavatobje in the detail 
necessary to specifically estimate the impact, we attempted to adjust the losses using a 
simple constnjction cost index. The index used is based on the Boeckh Constnjdion 
Cost Index. Populatioh changes, Inflatlbn arid other factors wM influence the acf^^ 
losses. As such, the aclusled losses provided In this study should be viewed as 
approximations only. ' 
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After adjusting the total losses by changes in constmction costs, the total loss from all 
events that have affected New York since 1949 Is estimated at $26.2 billion. New 
York's share of this loss is $3.8 billion or 15%. 

In current dollars, the total loss from the 12 hunicane events is estimated at $7.1 billion. 
New York exposures contribute 12% or $0.9 billion to this total loss. The following table 
shows a breakdown of events and loss by peril. 



Description 


No. of events 


Total Loss* 

(in billions) 


New York Loss* 
(in billions) 


Hurricane 


12 


$7.1 


$0.9 


Al Other Perfls 


112 


$19.1 


$2.9 


Total 


124 


$26.2 


$3.8 



njotMS adfutttd to currant levels using • Boeckh Construction Cost index. 

The foRowing table shows the 12 hurricane events as well as the actual and adjusted 



Hurricane Losses Affecting New Yoric 
1949-1997 









Actual Loss 


Adjusted Loss* 








(Xn mlMlon9) 


^OT# wWmmWWw%^m9^ 


YSMT 


Sl»— la 


Severity 


New Yoric Total 


New Yoric Total 


1954 


Carol 


3 


$ 17.0 $ 136.0 


$162.1 $1,296.7 


1954 


Hazel 


4 


10.0 122.0 


95.3 . 1,163.2 


1955 


Connie 


3 


2.0 25.2 


18.1 228.6 


1960 


Donna 


4 


5.0 91.0 


36.3 661.3 


1961 


Esther 


N/A 


4.3 4.3 


30.0 30.0 


1972 


Agnes 


2 


23.7 100.1 


81.0 341.9 


1975 


Ek)ise 


3 


9.0 119.2 


24.5 322.6 


1976 


Bene 


3 


11.8 22.7 


29.5 56.6 


1979 


DavM 


3 


3.8 122.1 


7.6 244.6 


1979 


Fredeite 


2 


2.5 875.4 


5.0 1.498.2 


1985 


GkHia 


3 


172.5 418.3 


236.8 574.8 


1991 


Bob 


3 


115.0 620.0 


134.4 724.6 


ToM 






$376.7 $2,650.0 


$860.6 $7,143.1 



*|jOiMS adlutled to Gunvfit lewils using e BoeoM) Contlniolion Cotlindex. 



n_ nuisrlsd Modslsd 



The sum lolii of al 

of bisuranos Cofivnissioners 

sum lolii off premiufns 



insurance premiums iBporied to the 
(NAIC) for New York in 1996 is $3.6 
inihe fire. aHed lines, famnownsfs. 



This is the 
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oommercial multi-peril (non-liability) lines of insurance. This figure does not include any 
reported auto physical damage premiums. 

The impact of hurricane events on the estimated total insured exposures in New York 
can t>e simulated through catastrophe models. Using modeled output, a probabilistic 
perspective on ttie likelihood of losses of different severities can be estimated. This 
fkeiihood of severe loss is nK>st often provided in the form of a PML or Probable 
Maximum Loss. 

The following table shows the results of simulating thousands of hurricanes across the 
estimated property insurance limits in New York. Risk Management Solutions, Inc. 
calculated the estimates using its proprietary IRAS Humcane model, verskm 3.6. 

Probable Maximum Hurricane Loss 
Retum Time Estimated Loss 

(yev8) (inMMons) 



5.000 


$16.2 


1,000 


10.7 


500 


8.7 


250 


6.2 


100 


3.9 


67 


3.2 


33 


1.6 


20 


0.7 


10 


0.1 



The IRAS model estimates that a $3.9 bBHon hurrk»ne insured k>S8 in New York has a 
probabMity of occurring once in 100 years. Likewise, a $100 miWon hurricane loss is 
estimated to occur once every 10 years. 

E. Sectiofi Summary 

After Hurricane Andrew and the Norlhridge Earthquake, the insurance industry utifoed 
catastrophe computer modeling to estimate future catastrophic events. A 1996 Natural 
Disaster Coaltion (NIX) study estimated that a 1 -ln-250-year hunteane striking Mtemi 
would produce $36 blHon in resldonttal insured losses and $55.9 bNHon in total insured 
lostas. CommeiGlal property insured tosses Ifom an earthquake wouU also be severe. 
The NDC study oorictoded that a m^or C«yfonnto earthquake (wim fife fdtowing) wou^ 
Dfoduoe $18.9 blHon in lesMential Drooeftv insured tosses and $52 biion to total 
insuied tosses. Compaiabto New Yoric estimates ate dwarfed by those for Ftorida and 
uaHomia. 

Htotoflcaly, a hunteane has aftocted New York onoe every 4 years. Acfusted tosses 
from tieee evente range from $30 mMon to as much as $1.5 bMon. These tosses 
have been from rstaiively moderate events. Population growtti and irMaiion suggest 
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that the losses from these historical events may be more severe if ttiey ¥vere to occur 
today. 

Based on computer simulation modeling, hurricane losses for the l-in-IOO-year event is 
estimated to be $3.9 billion for both residential and commercial losses in New York 
State. For the 250-year event, the losses are estimated to be $6.2 billion for both 
residential and commercial losses. The insurance industry has already withstood 
similar catastrophic events and is better prepared today to sustain events as great as 
Hunicane Andrew and the Northridge Earttiquake. 

IV. Strength of the Private Market 

A. Primary Insurer Capacity 

As 1999 begins, the surplus of the property-casualty insurance industry available to pay 
claims stands at record levels. With good investment returns in recent years, better 
loss experience in many lines, and moderate catastrophe losses, the surplus or 
capacity of the industry has increased at double-digit levels since 1995. The following 
table shows the trend that has significantly increased the capacity of the industry to 
write new and renewal business over the past five years. Since 1990, the industry's 
surplus has doubled. 



Year-End Surplus Change From Prior 



Year 


OnbUKona) 


Year 


1994 


$193.1 


6.0% 


1995 


230.0 


19.0 


1996 


255.6 


11.1 


1997 


308.5 


20.7 


1998 


342.0 


10.9 



SourcM: A.M. Best. Insurance Services OfHoe (ISO) 

Since 1994 when surplus and capacity was increasing modestly due to the impacts of 
Hurricane Andrew and Northridge earthquake, suri^ has risen by 77.1%. The 
property^casuahy insurance industry »jrvived an extremely challenging 16-montti 
period from September 1992 to January 1994 with Hurricanes Andrew, Inid, the 
Northridge earthquake and other significant catastrophes that totaled neatly $35 bWon 
in losses. However, due to significantly larger capacity and five years wNh Ight-lo- 
moderate catastrophe e3qperience, the industry is in a much stronger position today to 
handle a 250-year New Yoric/New England hunteane than It was eaifier In this dedkle. 

Projections from modelers indicate that maximum personal and commercial property 
insurance losses from a 250-year stonn striking New Yoric would be in the ranQe of $6 
billionwJhls amount is easily within the indusiys cument capacity to absorb, and Is 
significantly smaVer than the batastro^hte losses handtod by the industry from August 
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1992 through January 1994 when industry-wide surplus was only about 55% as large 
as it is today. 

The New York home insurance market is large and very diversified with $2.12 billion in 
annual premiums. The A.M. Best 1997 experience by state and line study lists 138 
active home insurers in New York. Unlike some states where the top three writers and 
a property reskiual market (FAIR or Windstomf) Plan) account for 60% or more of the 
market, the New York market has a better spread among major companies. The largest 
home insurer in New York hoMs a market share of about 16%, whereas in a majority of 
other states in the U.S. the top writer has a market share of 20% or more, and in some 
states the largest writer's share exceeds 30%. The top ten writers hokl about two-thirds 
(67%) of the market, but there are more than 100 companies writing the remaining 
third. This will help distribute losses from a catastrophe among a large number of 
writers, even before extensive reinsurance capacity is tapped. 

B. Reinsurance Capacity 

According to reinsurance broker, Willis Faber Re, there is a current overabundance of 
reinsurance capacity without counting capital markets capacity. Swiss Re's publication 
Sigma reported that in 1997, $53 billion of catastrophe excess of loss cover was bought 
worklwkJe. 31% more than in 1994; $18.5 billion was purchased in the U.S. In 1998, 
$22.2 billkMi of catastrophe excess of k)ss cover was purchased in the U.S. On 
average, however, according to reinsurance broker US Re, only some $7 to $10 billkm 
of such coverage was available in any one geographical regk>n for all property 
catastrophe excess related loss, including reskJential, with the insurance industry 
retaining an average of $2 to $3 billion of a property catastrophe k>ss occun^nce prior 
to catastrophe excess reinsurance protection being triggered. 

In addition to the catastrophe excess reinsurance, addittonal reinsurance from 
facultative, proportional, per risk excess and per occurrence excess contracts provkte 
resources to manage major catastrophk: losses. These products^add capacity beyond 
that available from catastrophe excels reinsurance. According to reinsurance broker 
Guy Carpenter's November 1998 publicatk)n the Monitor, companies can purchase 
traditk)nal catastrophe excess cover above $500 million per event, per insurer, as 
compared to $200 miffion in 1992. Average retention in 1998 was $275 million, up from 
$125 mWon in 1992. Once again, the catastrophe excess cover does not include other 
traditk)nal forms of reinsurance that provkJe catastrophe protection. It also does not 
inckide capital markets products that provkJe additk)nal capacity. 

According to WWts Faber Re, ttie factors driving this healthy market are: the new 
number of participants such as Arrow Re, Lehman Re, and Chubb Re, plus the 
Benmida market and the re-entergence of the London nmrket; mergers and 
acqut8itk)ns - as reinsurBnce companies get larger and stronger their appetite for risk 
increases; strong investment portfolk); and absence of a major single catastrophic 
event In addWon, Benfnuda markets indk»le that capacity wi increase further if rate 
levels match their indtealkKis. In January 1999, State Farm and Renaissance Re 
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announoed the formation of Top Layer Re, which will provide $3 billion in high level 
woess cat cover for non-U.S. business. Even though the cover is not available for U.S. 
Insurers. II is a sign of continuing growth in reinsurance capacity. Reinsurance is a 
ymoMmde business and the source of reinsurance capacity retains a healthy diversity: 
one-INfd Europe; one-third U.S.; and one-third Bennuda. 

Aooordmg to Guy Carpenter's September 1998 Gk>ba/ Reinsurance Analysis, the 
relitfvely high level of capitalization is indicated by the premium-to-surplus ratio, which 
now stands at 0.67, which means that every 67 cents of premium is supported by a 
dolar in capital. This signifies a very healthy market, especially compared to the 
standard for regulatory action, which is $3.00 of premium as supported by $1.00 in 
o^)ilaL 

1998 saw another dramatic decrease in the pricing of catastrophe reinsurance in the 
United States. The high level of excess capacity is driving down the price of 
reinsurance for all lines. Reinsurance brolcer. Willis Faber Re, in its presentation to the 
Panel stated that reinsurance is a buyer's market and will be for the foreseeable future. 
Guy Carpenter's Monitor states that the rate for catastrophe excess contracts has now 
declined five years in a row; the rate on line dropped 17.5% in 1998, folkiwing a 20% 
drop in 1997. Catastrophe reinsurance rates are now bek>w the 1992 levels on an 'lin- 
adjusted" basis. Paragon Reinsurance Risk Management Sendees, a subskJiary of 
reirtsurance broker, E.W. Blanch, produces a U.S. catastrophe index twtee a year. The 
index is down 34% since July 1994. 

In sum, there is an overabundance of capacity in the reinsurance market without 
counting capital markets capacity, the catastrophe pnckni is being driven down by the 
high level of excess capacity; and larger catastrophes are more easily absoft)ed by 
reinsurers without market contractk>n. 

0. New York Property and Casualty Insurence Security Fund 

In case of a major hurricane striking New Yortc, the New Yoric Property and Casualty 
Insurance Security Fund (Security Fund) may be caled upon to cover claims of any 
insolvent insurers. TYie Security Fund is created by statute. TYie primary purpose of the 
Security Fund is to pay claims to New Yoric poicyholders of insolvent property and 
casualty insurance companies. These claims are paM from assessments on net dkect 
written premium on poldes insuring property or risks k)cal8d or resklent In New Yoilc 
for the lines of business as isled on page 15 of the Annual Statement (as subrnMed bf 
insurers to the New Yoric Insurance Department). 

In additkNi to Hs assessment authority, the Security Fund must hoM moneys. If the net 
vakie of funds dtps bekyw $150 mlk)n, insurers are ass e sse d quarlerty to replenish the 
fund. In 1998. the fund asseesed insurers for tfie first time since 1992. 



After Hurricane Andrew, several omal companies t ) ec a m e inecivenl oeneraHnQ In 
( of $400 mHon In claims for tfie Rorida Insurance Guarv^y Assodaicn (FIGA). 
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In December 1992. ttie Florida Le^slature responded in a Special Session by 
authorizing FIGA to issue up to $500 million in tax-exempt bonds. These bonds, issued 
in February 1993 through the City of Homestead were repaid by a special assessment 
of 2 percent By June 30, 1993. about $430 mMion in claims had been paid. 

Uke catastrophe state funds, the Security Fund relies upon a buHd up of moneys. 
Besides available funds, a certain level of post-event financing >MOuld be available 
through the Security Fund and could be used after an event New York is already 
famlfiar with issuing large tax-exempt bonds. For example. New Yortc City has issued 
about $22 billion in tax-exempt bonds since 1995. Like the FIGA after Hurricane 
Andrew, it is reasonable to assume that the Security Furid couM be authorized to issue 
bonds if it were necessary to pay daims of insolvent insurers. 

D. Accessing the Ca|>ital Mark0to 

Over ttie past few years, innovative investment structures increasingly have been used 
to attract tradHkinal investors into funding catastrophe exposures. These structures 
evolved from and were made posst>le by s ta t is t fcal tecfink|ues used to evakiate and 
price risks of high yiekJ securities, and the increasing sophisticalkin in predk:ting 
weather and seismic events. Cap^ martcets are used to deaing with significant 
urtexpeded variatk)ns in vakie (i.e. risk) and natural dteasters are a manifestatkxi of risk 
that can liave financial co n sequences to tfie vakie of assets. For example, tfie daify 
variation in markm value of New Yofk Stock Exchange traded stocks exceeds the 
targest catastrophe currently expected. If a smafl portkm of the seventeen trilfon 
dolars invested by capital market investors coukJ be attracted to fund catastrophe 
erposmtas, grealer depti, stabfity and pricing efficiency coukJ be brought to tie 
property catastrophe insurance sector. This s ectio n dscusses the growing appicaiion 
of capital market instruments for ffurvfing catastroptie exposures and identifies changes 
in put)ic poicy that can factttale further evohition of this important source of 
catastroptie iundng. 

The market for capJal maikets ffundvig of catastroptie natural exposures fias grown 
from one tran sa cion in 1994 tolaing $85 mtton to eig^Meen transadfons in 1996 
tntning CNair $3 IriBon. The de^^etopment of this market is riot too dWerent from #ie 
evohilkin of tie muWbgon ddar mortgage securii z alfon nnarket in tie tale 1970^s. 
Wide t ta stl in te infancy, a lot of resources are tieing dweded tiy rapitai markets 
nlBiinedtaiies to encourage de^^elopment of tie martcet and to oo m pi o te a growing 
number of transacions. Aiguably, ttiis dovoiopmont could revolufioraze calattroptie 
insurance funding and greaiy eiqpand tie capad^ of tie U^ irisuranos maricet to deal 
with tie finandd It* attendant to large calailropties. A let of laoenl transact 
included In Appendbc D. 

In general, ttiis ta a metiod of oo n tAiii g owner sh ip of assets or rigNs to eoonomic 
vahis from nfividuai oomrBds nio an sMestment oomracL The underlying asaet or 
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I righl is the source and coltateral for repayment. As such, the economic 
Mes and rewaids of ownership flow through to the ultimate investor in the security. 
Assets or comrads are typiraMy held in trust for the benefit of investors, and cashflow 
tieiefiom is dtetxjrsed under contractual terms for payment of investment obligations. 

A typjctf structure used to apply . principles of securitization to the funding of 
(j i Hs tiophe exposure includes granting to investors certain rights to cashflow 
( p remi ums ) from a reinsurance contract between one or more primary insurers and a 
specM purpose reinsurance company (SPRC). This SPRC is formed for the sole 
purpose of reinsuring the exposure to be funded by capital provided by traditional 
cMM marlcets Investors. Investors purchase securities from tNs SPRC, the proceeds 
from which are held in trust and invested in high-grade securities. The funds held in 
trust may be released to cover costs related to catastrophes, per the tenms of the 
reinsurance contract To the extent not used under the tenms of the reinsurance 
contract, funds may be used to pay obligations to investors. Interest from the assets 
held in tnjst and premiums from the reinsurance contract are sufficient to provide a 
return to the investors in the SPRC for the repayment risk assumed in the transaction. 
Through financial re-engineering, rights to the cashflows from the reinsurance contract 
and the interest from assets held in trust may be stratified and prioritized such that the 
terms of some of the securities include a full contractual obligation to repay principal 
and interest and other securities may carry only a contingent obligation. 

Under current U.S. tax law, the SPRC would be considered a separate business entity 
subject to corpomte tax, and then the income on securities at the investor level would 
also be taxed. This double taxation so adversely affects the economics of tt^ese 
transactions that the SPRC must be incorporated and operate in a non-U.S.. tax- 
advantaged jurisdiction. Otherwise the transaction would be uneconomic. 

Nationally recognized credit rating agencies have begun to evaluate the risk attendant 
to some of these structures and have awarded investment or non-investment grade 
debt ratings to the related securities. 

2. Ifiaurance Exchangee 

The CATEX utilizes traditfc>nal reciprocal reinsurance concepts arranged through a new 
cyberspace trading exchange. Using an electronic mailbox system, CATEX risic- 
bearers and their brokers negotiate and complete trades which swap a portkm of one 
company's catastrophe exposures for another's (e.g., units of Ftorida hurricane risk 
couU be exchanged for units of CaHfomia earthquake risk). AH contracts are expected 
to be indMdualy negotiated by the parties. 

In theory, CATEX provkles insurers a means of diversifykig their geographk: risks and 
couM be attractive both to companies wishing to divest themselves of undesirable risk 
ooncentratk)ns, and to those who wish to assume a moderate amount of risk beyond 
their tradNtonal coverage area. UnMce debt/equity financing. CATEX offers primary 
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insurers reinsurance accounting treatment on their financial statenients. To date, 
interest in CATEX by national property insurers has been steadily increasing. 

Recently, the Illinois Department of Insurance approved an expansion of INEX't 
regulations to allow insurers and reinsurers to form special purpose limited syndicates 
on the exchange to conduct insurance securitizations. These special purpose 
syndicates, which are subject to the oversight of both the INEX Board of Trustees and 
the Itrinois Department of Insurance, can operate under unique capital and fttng 
requirements reflecting their limited businesses. A major element of the new regulation 
is the requirement of a fully collateralized trust to secure all obligations. 

3. Surplus Notes and Capital Notes 

Among the first major capital market catastrophe insurance deals was the $400 milfion 
in contingent surplus notes arranged by Nationwide in February 1995, Notes are 
special forms of debt instnjments which, due to restrictions on their repayment tenms 
are accorded certain degrees of equity treatment for insurance solvency regulation 
purposes. The mles governing these instruments are included in state insurance law 
and regulations which generally conform to model laws, risk-based capital formulae and 
accounting treatment adopted by the Natkxial AssociatkHi of Insurance Com mis sio nef i. 
To quaKfy as a Surplus Note or a Capital Note, debt instruments mutt meet certain 
criteria as to maturity, amount outstarxing and the financial oonditk)n of tie issuing 
insurer. Repayment of principal and interest on Surplus Notes requires advance 
approval, subfed to specified criteria, of tie chief insurance regulatory official d tie 
state in whkii tie insurer is domicied. Capital Notes do not require advance reguJalor 
approval for payments of principal and interest as long as certain oondMo n s are 
mamiainea. 

Qualifying Surplus Notes are isled In tie insurer's capital account and m9 d e e m ed as 
Surpkis for various legulalory eb^enc^ ratios, indudvig minimum legal capM 
cateulalions. Qua0ying Capital Notes are istod as detit on tie insurer's bilanoe itieet, 
but are added to siirplus in determln a ion of an insurer's risMMsed capHai cs t fi i i Joi i 
for minimum reguiaiory capital purposes. 

Issuance of Surplus Notes is oommorty provided for undsr many stale ImMu His 
rp g u l fl l or y pafameteis jov fwnw Q tie issuanoe of Ca p tBl Notes tisiwoftynsosntybesii 
adopted by tie NAIC. Ending teflMiJon or reguMons msy tie requfnsd to 
issuance of CapM Notes In a f 



Ttiesein si ws n en te c^tielss u sdbyariinsuiyinadvancsofa f s t ast wph steprMur^ 
e^postwes Of an insuwr can snlsr an agtesmsnt to issus thsse Inslriimerts on a 
coningent fundng tniis as a post-^vent functng mectianism In ethsr osss« tiey 
fBpmtofit i mpor ta nt tools for eooeetkig ths capHai msrtcsti for ostsstrcpfis sjipoeun 
lurafng. 
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4. Non-Traditional, Expanded Reinaurance 

Variations on traditional forms of reinsurance have emerged in response to ttie need for 
insurers to meet regulatory requirements, qualify for favorable accounting or tax 
treatment and attract additional investors to fund catastrophe exposures. To the extent 
that these variations actually expand existing or attract new sources of capital to fund 
catastrophe exposures or facilitate more efficient deployment of existing capital, they 
may also be viewed as capital mari<ets solutions. 

Using the above techniques and instruments, cedents and investors now enjoy a 
continuum of opportunities to access and employ investment capital. Capital can be 
accessed by cedents and employed by investors on a contingent, debt capital, equity 
capital and pure risk basis, with gradations between each of these points on the 
continuum to allow specific tailoring of transactions to unique needs. Investors and 
cedents have become very sophisticated in the stmcturing of portfolios of assets and 
exposures with various complementary risk characteristics. Cedents have become 
comfortable with capital maricets instruments and investors have begun to accept 
natural disaster catastrophe-linked securities as a vakjable part of their portfoMos. 

5. Benefits of Capital Markets ln«lrumeiilt 

Expansion of capital maricets fUfKlIng aHemallyes tor catastrophe exposures has 
proceeded rapidly, as investors have t>toome moft oomioftable with assessing the 
catastrophe risk of particular cedents. At the same ime cedents have devetoped the 
ability to assess the benellts and pfelened stnictural chanderistics of altemative 
funding proposals. The benellts lo cedenis, poicyt¥)ktsis« regulaiors and investors can 
be categorized into the toUo^Mng t>road groups. These beneils may be present to a 
greater or lesser degree, or may not peitaln at al lo a specfc strudure. dependmg on 
the tenms and condMons ol the paiDeutar dei^L 

• DIveralfleatlon of teuieeeiAtikiMonal sources of roll capMlmetieen general 
by these tmnsacMont OMir and above t« tradfcnal soureas of nsuiwioe risk 
capital. 



AddtHonttl CaiMieKr ^^^ •^^ of cwtonts to aftact otiar roll ci«iM to support 
catastrophe •>q;Kmires trees up ensingcapW to sui^oft I ~ 



iilultl-Yea 

rangk^o froitu dliys to 

product, leducir^ »e wnpiMity to cectonts and 

slabHty k) strucMtno catoslraphe 




Stable Prtc l ati Cap ial ina rbsto in s irumeit s tond to be priced i»iiai<i||, as tie 
rwwffiess prerMum of vieee visftufnems dBappears. i 
tMneUt from amoiecpefv, oompelil^fnafftBat tor risk c 
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• Avaiiabllity, Affordability, Reliability of Catastrophe Ineuranoe: Policyholders of 
primary insurers arKi regulators benefit from capital maricets funding of exposures to 
the extent that additional capacity and effictent pricing translate into improved 
availatMiity and affordabillty of catastrophe insurance, greater solvency of insurers 
and enhanced stability of the maricet for primary insurance. The willingness and 
continuing ability of primary insurers to provide catastrophe insurance and, 
therefore, the ability of policyholders to obtain and afford such coverage can be 
enhanced if these martcet efficiencies can be transferred to the policyholder. This 
presumes that pricing of capital markets instruments wi be seen as acceptable to 
regulators in the ratemaking process. 

6. Legal Impediments 

As promising as securitizatkxi of insurance risk has been in accessing the capital 
mari<ets for catastrophe exposures, there are signifk»nt unresolved legal barriers to 
expanding this market and making it generally available to insurers. Existing federal tax 
and insurance regulatory issues require complex stnjctures to make ttiese transadkms 
economic. This has retarded the proiferatkxi of an ott^nwise promising maricet 

As a result, many seouritizatkxi transactkxis are private, highly structured and involve 
only a few sophistk:ated investors. Recent large transadnns, which have been 
structured to sucoess f uMy naiigala a path through compficaied stale regulatory issues 
and have avokled federal tax issues, are encouraging exceplk)ns to itiis pattern. Legal 
and regulatory processes have begun to address those issues, but signifKant barriefs 
and uncertainties remain. The 1996 report d the Temporary Panel detaied fie 
proposed changes In the federal tax law needed to promote an efficient stnjdure. The 
intent of ttK>se changes wouM be to designate special purpose rainsurefs as pass- 
through entUies ttal wouM not be taxed as a separate oorporafion. 

The NAIC has awarded risk-based capital bond dassificatton status to such securltfes 
which receive a fixed-inoome rating from a Nalk)naly Reoogriized StaHslical Rating 
Oiganizatton (NRSRO). This causes investments of this sort to be more attractive to 
insurers because, under insurance risk-tesed capital rules, they tM hmm to hoM less 
capital to support them. Addttonal changes to stale insurance and rsgulafions and 
statutory aooou m ing rsQuirBniems aie currency lieing addrassed liy tfie Nalond 
As s ociation of Insurance Convnlssionors Insuiance Secuifizaion Wortdng Group wtti 
lie tfwefm 10 laoMnne Vie aevenpfneiM Of vw impofiani lunang souroe. 

CapM Marlcatscan be an impoftani source of sophisttoalsd fundkig of i 

si9KNiff<e» employing a virtualy ImMess array of instruments to transfer itsk i 
vast capM tiase. Securteaionof awntitakis li m i Br lo se cui tto ionofoiteri 
and MbBies. wtiich lias twan rouine sinoe the tovoiaioi. The eHlolency of pricing and 
aspi 01 awawg w wwo p oowpwia wm conwuocwi won ot propeny nsiffanoa. wnon 
can toad to great Iwnetts for poficytioidefs and incraased oompeilon in an alraad|f 
Isfcaly oompelMiM I 
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V. Description of Hurricane Ineurance State Madianisms 

A. Rorida Hurricane Catastrophe Fund (FHCF) 

The FHCF was created in November 1993 during a special legislative session after 
Hurricane Andrew. Th^ enabling legislation is codified in Section 215.555, Florida 
Statutes. The purpose of the FHCF is to improve the availability and affordability of 
property insurance in Florida by providing reimbursement to insurers for a portion of 
their catastrophic hurricane losses. 

The FHCF is structured as a state trust fund under the direction and control of the State 
Board of Administration (SBA). Its tnjstees are Rorida's Govemor, Comptroller, 
Treasurer, and Insurance Commissioner. A ninenrnember advisory council has been 
created to provide the SBA with information and advice. Paragon Reinsurance Risk 
Management Sen/ices, Inc. is the Fund Administrator as well as the Actuarial 
Consultant to the SBA. In addition to hiring staff and contracting with other 
professionals, Section 215.555, Florida Statutes, gives the SBA the authority to adopt 
rules in order to implement the Statute. 



The SBA collects premium from partid i i 
only to pay insurers according to thi i 
obfigations and expenses as spedfieo in i 
invMting fund money and has the auth )ritv tc 
addlional funds are necessary for re 
action would maximize the ability of the rt 
flow chart summarizes the ecorumiic sta 
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The 1998 annual reimbursement premium cx)llected from participating insurers will be 
added to the cun'ent FHCF balance, resulting in an approximate balance of $2.5 billion 
as of December 31, 1998. If additional funds are needed to pay losses, the SBA may 
enter into agreements to issue bonds. The bonding capacity of the FHCF as of May 
1998 has been estimated at $8.5 billion. Adding the December 31, 1998 projected 
FHCF balance of $2.5 billion gives an estimated total of $11.0 billion available to pay 
losses. 

If the SBA determines that reimbursement premium from participating insurers is 
insufficient to fund its obligations and expenses, it may levy an emergency assessment 
on each insurer writing property and casualty business in the state. Such assessments 
cannot exceed 4% of insurers' gross direct written premium for property and casualty 
business in Florida excluding workers' compensation. 

All authorized insurers in Florida, including the Rorida Residential Property and 
Casualty Joint Underwriting Association (RPCJUA) and the Florida Windstorm 
Underwriting Association (FWUA). which write covered policies in Rorida, are required 
by Section 215.555, Florida Statutes, to enter into a Reimbursement Contract with ttie 
SBA. 

During 1994, the first year of operation, approximately 380 companies were members 
of the FHCF. As indicated below, ttie number of participants decreased in 1995 when 
commercial business was no longer covered with ttie exception of commercial 
residential business. 

Participating 
Contract Year Companies 

1994 378* 

1995 289 

1996 290 

1997 301 

1998 292 
'indudM oomnMrcW'Only wrton 



The FHCF applies to any storm dedared to be a hurricane by ttie I^Jottonal Hurricane 
Center, which causes insured losses in Florida, botti while still a hunricane and 
throughout any subsequent downgrades in storm status. Tropical slonns that do not 
become hurricanes are not covered. Coverage is on a per occurrence basis. Only 
hurricane losses are sut)ject to reimbursement by the FHCF, and an insurer may have 
exposure to ottier types of catastrophic losses (e.g., hafl, tornado, earthquake, flood, 
etc.). 

The FHCF has paki out to insurers $13.5 mWon bi total estimated kicurred losses. In 
1995, total estimated FHCF Incurred k)68es were $47,672 for Hurricane Erin and 
$13,372,084 for Hurricane Opal. Hurricane Opal produced $2.1 biHkxt ki total kisured 
k>88es and Hunicane Fran produced $1.6 biflton k\ total insured losses. The 1996 
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Hurricane Georges resulted in $10,147 in incunBd losses based upon the interim loss 
report 

The Reimbursement Contract, along with an initial premium invoice, is mailed to each 
participating company prior to June 1 , the beginning of the contract year. At that time, 
each company must also elect a reimbursement percentage of 45%, 75% or 90%. 

Insurers are required to pay an annual reimbursement premium to the FHCF, based on 
an actuarial formula specifying the amount of premium to be paid for each $1 ,000 of 
insured value for covered policies in each 5-digit Florida ZIP Code by type of business, 
construction dass and deductible group. The SBA retains an independent actuarial 
consultant to develop the reimbursement premium formula and the rates to be used in 
determining the annual reimbursement premium due from each insurer. 

To develop the annual reimbursement premium and make other hunicane exposure 
estimates, FHCF uses catastrophe computer modeling. There are two fundamental 
reasons for using computer modeling in developing rates: (1) low frequency peril and 
(2) changing exposures. In both cases, relying on historical experience (even with loss 
trends) would not produce realistic rates. The historical time period may not be Jong 
enough to generate a realistic sample of possible events. Aggregate insured losses 
from past years, when the population was lower, would tend to be lower than losses 
from similar events today, simply because there were fewer exposures at the time of 
the historical events. 

The FHCF uses loss costs based on 50,000 simulated years of weather (hurricanes) 
applied to cun'ent Florida residential exposures. Insured loss costs are generated to 
meet statutory and various insurance coverage combinations. The actuarial consultant 
loads these results for expenses and other non-model factors to generate rates. 

In addition to rating factors, the coverage level chosen by the company is considered in 
the final premium calculation. Premium for a company choosing 45% coverage is one- 
half of the premium at the 90% coverage level. Finally, it should be noted that premium 
calculation and exposure reporting procedures may differ for companies that begin 
writing covered policies after the beginning of the contract year. 

As the reimbursement premium fomnula Is developed for the contract year, a retention 
multiple is established for each coverage level. A retention is the anKMjnt of losses that 
the insurer must retain before the FHCF covers the insured losses above the retention. 
A company's retention Is calculated by multiplying its annual reimbursement premium 
tiy the multiple conesponding to the selected coverage level. 

Losses reimbursable under the FHCF from hurricanes during a particular calendar year 
wi not be paid until the following year, although Section 215.555, Florida Statutes, 
provides for discretionafy advances in the interim for insurers that may become 
insolvem without eariier payment, and for the JUA's and Hmited apportionment 
companies which meet certain criteria. 
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n»i m b Mr 8t in t fH of subject losses is limited by the claims paying capacity of the FHCF. 
Thus, there is no identified imit of coverage. Given a major catastrophic event, the 
amount ol reimbursement from the FHCF may be partially limited by funds available to 
copier mnbuisable losses. A methodology has therefore been established for risk 
ineneQement purpo s e s . 

As Ju^tmed in tie How chart, the claims paying capacity of the FIHCF Is the total of the 
cuifsnl FHCF beiwice end the bonding capacity of the FHCF. This was most recently 
ci^cuiiled M toiows^ 



1M1/96 Estimated Estimated 

PiWcM Fund B#ance Bonding Capacity Claims Paying Capacity 

$2.SbMk)n ^ $8.5 billion = $11 billion 



» the bontInQ esimetes do not change, the FHCF should increase to $11.6 billion by 
t# end ol 1999. Should the FHCPs claims-paying capacity be insufficient to reimburse 
4# c^iwonnle s lo tie fuN extent of their subject losses, the projected payout multiple 
dewmee e teclor In calculating FHCF recovery. 

1. HMMi Hunrkwie Relief Fund 

m 1991!, lees t^en a month after Hunicane Andrew devastated the Florida and Gulf 
CMUt, Hunloene InM struck the Hawaiian island of Kauai, causing $1.6 billkHi in 
MMftd loesee. Due to Hawairs unk]ue geography and denrK>graphks, a comparable 
HWVii (Celi^ory 3) oouM have caused signifk^ntly more damage If it were to hit the 
wie«e <lense|y populaled Island of Oahu. Concern about the domestk: insurance 
lMMIty>i iMIy lo handle such a toss led to the enactment of the Hawaii Hurricane 
I Fund (HHRF) In 1993. In April 1996, the IRS granted tax-exempt status to the 



HHMF li a tMe agency operating witNn the Department of Consumer Affairs. The 
IMI% oIlMe hufrioane coverage to all homeowners in the state of Hawai. Insurers 
awt m builnees In tie state who choose not to write hurricane peril act as sen/teing 
eiiNlii end iseue poldes on behalf of HHRF. Insurers are subject to assessment, 
MMti en merNI share. The assessment is capped at $500 millkxi. 

OMee ^lylno Cepacily: 

STSOmMon Credl Facttty (Administered by Bank of HawaK) 
I f^eineufwice (TradWonal and Finite Risk) 
Aaeesements (On senMig insurers) 
MtHn<)apllal (Total Assets $135 mWon) 
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Sources of Financing: Credit facility and a portion of reinsurance are supported by 
current premium income. Additional revenue is generated from a special mortgage 
recordation fee. There also Is a quarterly assessment of 3.5% on all property-casualty 
premiums, excluding auto, health and workers' compensation. It is currentiy assumed 
that the Fund can handle a $1.5 billion loss. If the available funding is exhausted, 
claims are paid on a pro rata basis, with the unpaid portion to be paid as soon as 
available funds are collected from an annual 7.5% insolvency surcharge on property- 
casualty policyholders. 

When the HRRF was enacted, its goal was to begin building a surplus for future 
catastrophes. However, Hawaii has failed to set premiums at a high enough level to 
create a surplus. 

The HHRF also permits an opt-out for insurers. Recently, State Fanm filed to opt-out of 
the HHRF effective March 1. 1999. As a result, the purpose of the HHRF has come 
into question and the state may reevaluate its need. 

VI. Alternative Potential Resources to Fund Catastrophes 

To provide a full discussion on the catastrophe issue, the Subcommittee has 
summarized two alternative potential resources to fund natural catastrophes. First, one 
Panel member has presented the merits of permitting insurers to set aside federally tax- 
exempt catastrophe reserves. Second, another Panel member has outlined possible 
structural changes to the Florida fund in order to maximize its flexibility. The 
Subcommittee did not take a positk)n on these altematives. 

A. Tax-Deferred Pre-Event Catastrophe Reserves (Policyholcler Disaster 
Protection Coalition* Proposal) 

It is relatively dear that the Rorida, Califomia and Hawaii responses to disaster 
insurance protectk)n have all evolved around the principal that funds need to be 
accumulated on a tax-free basis. (The Califomia Earthquake Authority Is not examined 
in this report.) In the case of the Fk>rtala and Califomia funds, acknowledgement by ttie 
Internal Revenue Service that funds would be accumulated without adverse tax 
consequences to participating insurers was the absolute sine qua non for 
implementatk)n of both mechanisms. AN of the catastrophe Insurance bHIs introduced 
in the last New York legislative sesskxi revolved around the klea that funds collected 
either from policyhoktors or insurers wouM be set askfe and would be aUowed to 
accumulate along with interest without generating counterproductive tax liability for 
partk^ipating insurers. It was assumed that taxatk)n of these funds wouM eliminate any 



* TIm Polcyhoklsr Ditmrtftf PiotMSlion Co a Htjon is s ftft^ n tf^f^ of smsft butkiMSM, nonproRt orasniuliont, ctodMl 
ofHcWit insuranos proviMfSt poUcyhokwrB end ciusns oonc w iwd mMi otoMtor pHnnnQ. Tiis PDPC is wondnQ 
toward fbrmultting private maritet solutions to disaster prsparsdnoss by snoouraging Insurars to sp ec W ea l y stt 
aside soma polcyholder paymante for futura disasters. 
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• Industry Stability and PolicyffK>lder Security - More capital wil be dedicated to cover 
catastrophe exposures -an estimated $19 billion pre-fundedresen/e built within the 
first ten years. This should result in greater stability in the industry and fewer 
catastrophe induced insolvencies and less exposure to guaranty fund assessments. 
In combination, these benefits would act as a buffer to reduce martcet shocks in the 
aftermath of a major catastrophe. Those shocks have resulted in insurers seeking 
to withdraw from highly exposed key maricets and have given rise to the need to 
conskJer aRemative approaches, including state pools. 

• Effective, Effteient Risk DiversificatkHi - Insurers are effective and effk:tent 
diversifiers of risk across a broad geographcal area. In comparison. State pools 
tend to concentrate catastrophe risk among tfie policyhoklers of a single state. The 
Reserve wouM provkie the incentive for insurers to save in advarKe for mega- 
catastrophes wfule presenHng tfie benefits of broad diversifKatk)n available tfirou^ 
the estat)lished insurance marketplace. 

• Reduced Reliance on Government and Industry Baiouts ~ When an insurer 
becomes insolvent, its poUcyfK)klers are often helped through: (i) guaranty funds 
(assessments of sun^iving insurers whk:h ultimately are paki by poicyhokJeis d 
surviving insurers or state taxpayers), or (i) taxpayer-funded government 
assistance. Increased industry abifity to handte major catastrophes shouM translate 
Into fewer insolvencies and less possMHy of taxpayers and other poficyhokiers 
having to bal out an il-prepared insurarx^e company. This proposal wouM make it 
possible for, and encourage, insurance companies to be prepared before a major 
disaster strikes. 

Operation of the Reserve 

• Generally, the Resen/e funds wouM be hekJ by the insurer in a se gregated 
account and sut)ject to a cap. The amount of the cap wouM be calculaled for 
each insurer as a percentage of the insurer^ writings in exposed property Ines. 
Actual furvfng of the reserve wouM be based on the insufei's c alas irophe 
exposures for Us qualfying ines of property-casualty business. The Reserve 
funds wouM be set askie on a tax-deferred basis. In tie year funds are drawn 
down from the reser^, they wouM be incfcided in the d otoim i na lfan of an 
insurer's federal tax iabiity fbrihe year. 



• An insurer ooukJ reduce the Reserve only to cover actual tosses i 

a qualfymg ««r« as designated by the Pfopeity Claims Sen^ioe, the PrBSktoft of 
the United Stales or by the chief executive of any stale, territory Of poesoBiton of 
the United Stales. QuaMying events inchide: wind (hurricanes, cydones, 
tornadoes); utiiltinuuim/fiio folowing; wirkoi catastrophes (snow, ice, freezinQ); 
fire; tsunami; fk)od; volcanic eiuplton or hal. Tlie Reserve also oouU be 
docrooBod bv the order of a nftvnmiiiniiliy leminifw tn fh rp^**** j M^y uianffu 
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• The U a mA maximum Reseive would be phased in over a 20-year period. Five 
pefcem of an insuer^ cap could be set aside in the Reserve in the first year and 
five-percent incteases would be allowable during each of the remaining years of 
the phase-In period. 

While many in the insurance industry have long acknowledged that catastrophe 
reserves are in theory the most desirable method of funding potential liability for natural 
disasters, federal budget politics impose a significant barrier. Congress would need to 
approve a change in U.S. tax law to allow the deferral of taxes on the Reserve. This 
would be sut)iecl to balanced budget rules that require reductions in federal tax 
revenues to be offset by accompanying increases in revenue or by expense reductions. 
To the extent that these niles alow a tax revenue reduction to be offeet by the federal 
budget surplus, that could also be a resource. A preliminary estimate of the official 
CsteticT) revenue effect of the Reserve showed a reduction of about $5 billion over 10 
years, or $500 mMon per year. 

B. Variation off FHCF (US Re ProposaQ 

The folowing proposal is for a New York Wind Catastropfie (Reinsurance) Fund (the 
FutkO modeled to an extent on the Fk)rktei Hurrtcane Catastroptie Fund (FHCF) with 
several consklerable dWerences. Its intent is to provkle a state sponsored but private 
sector solutkxn to ttw ecorK)mlcal avaHabfity of current and/or future insurance capacity 
for a mafor catastrophic event This proposal is offered tiy one of the Panel members 
as an Mustratkm of possMe stnjctural changes to the FHCF whkii may make a single- 
stale focused reinsurance fund more neaMe and therefore more attractive to the 
insurance community. It is not yet certain how much of the insurance com mu nity wouM 
partk:lpale in the proposaL Ariy such sokitkm shouU be one that quaifies for federal 
tax-exempt status and it is hoped that the entity wouU be consUered "an integral part of 
the state" because the state wouM administer the fund wid exercise its taxing aulhonty 
to support It 

The Fund wouU act as a reinsurer to indMdual insurance cornpanies. simlar to that of 
the FHCF, Mcept tat: 

• The Fund woukt be vokmtaiy to insurers, not compulsory, so recoveries wouU be 
a ^ ^a l rtble only to those c ompanies whfch subscriw to the Fund This wouU avoid 
having ineuiefs, who do not wrie in hurrkane exposed areas, being foioed to 
»4PPOft other oompames who do. 



TteFUndmuldpmkleprolectenforalpro^ 

nHs would make ft easier for the insurer to determine how to a ppropri a t e ly protect 
"Mi >Mi pcMaa sector reinsurance In a nu^ calastrophk: event 

I?y^«tf woukt provkle protection only for tosses ariskig out of a Clasa III ^allir- 
^inpaon Scala) Hunteane or larger. Events of this mi^inftude cause eeitoua 
■taupadloaa. Ttieesimaied toes from such events wid their impact on a company^ 
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earnings, etc., are a major driving force behind insurance company management's 
focus on the redistribution of their writings and maricet capacity. Notwithstanding 
this, the Fund would only respond to any single insurer's gross occurrence loss once 
it exceeded the greater of 250% of the insurers property insurance premiums or 
20% of its net worth. These percentages are open to change, as the intent is to 
encourage the insurer to use the available private sector reinsurance maricet to 
control its ultimate loss if it so chooses. 

• The initial and ongoing funding of the Fund will come from several sources: 

1) Insurance companies, who would make a capital contribution and allocate a 
portion of their ongoing pre-tax profits, which would be considered a capital 
contribution and which they would be able to carry as an investment asset on 
their balance sheet. 

2) Original insured policyholders, who would pay a modest annual insurance 
premium surcharge, commensurate with their exposure, for which they will 
become "preferred" shareholders in the Fund. 

3) The State, which would allocate a portion of its premium tax receipts, as well as 
other areas such as fees derived from property transfer transactions, mortgages, 
etc. 

• out of the above funding sources, the Fund would look to enhance its claims paying 
ability through the purchase of reinsurance and accessing the capital maricetplace. 

VIL The Argument fog; a Hurricane Catastrophe Fund 

Sutx^ommittee members were divided as to the necessity for a hurricane catastrophe 
fund in New York State, A small number of SutKommittee members favored ttw 
creation of such a fund. This section summarize this argument, while the argument 
against the creation of a fund can be found in Section VIII. 

Prior to 1992, Fk)rida thought it had a stable and competitive property insurance 
maricet But then Hunrteane Andrew swept through the state, causing $18.4 billion in 
insured k>sses. In all, 11 insurance companies were declared insolvent and the 
property and casualty joint underwriting assodatton ballooned to 900,000 pofides. Prior 
to 1994, Calif omia thought it had a stable and competitive property insurance maricet. 
But then the Northridge Earthquake struck the state, causing $12.5 billkm of insured 
tosses. The event financially strained two large insurers, as the 20** Century Insurance 
Company was ordered to reduce its earthquake insurance exposure and RepubRc 
Insurance Co. withdrew from the Califomia market The Califomia FAIR plan - the 
stale reskJual maricet - was strained. 

Both Ftorida and CaRfomia responded to the maricet crisis after the event by adopting 
risk-sharing mechanisms unique to their states. Reinsurance availability was restricted 
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It is suggested that if Insurers rely too heavily on the fund, in the long run it may create 
conditions similar to the market instat)ility after Hurricane Andrew. First, insurers 
cannot rely too heavily on the fund, unless they are so reckless that the only 
reinsurance they purchase is from the fund, and that cover is much less than their 
exposure (but those insurers are likely to be overexposed even without an available 
catastrophe fund). Second, as articulated earlier, a catastrophe will stabilize the 
market, not destabilize it. 

A catastrophe fund is more cost effective than private reinsurance. This fund does not 
pay taxes, can issue tax-exempt debt and it has nothing equivalent to the private sector 
cost of capital. Without considering debt-financing costs in Florida, the catastrophe 
fund provides $25 of coverage for every $1 of premium pakJ by the insurer. Private 
reinsurance probably would provide less than $8 of coverage for every $1 of premium 
paid. According to the Paragon Catastrophe Reinsurance Price Index, reinsurance 
prices increased 75% after Hunicane Andrew. Those prices have fallen since their high 
around mid-1994, but are still 16 percent higher than pre-Andrew prices. 

It has even been suggested that insurers will pay twice for the same reinsurance 
coverage. It may be tme that pmdent insurers may purchase a limited degree of 
overiapping reinsurance coverage, but not because the fund will be unable to meet its 
obligations. (It will still have its surplus, bonding authority and ability to make 
assessments to meet those obligations.) Rather, some marginal amount of overiapping 
reinsurance coverage may be advisable because of the impact that fluctuating interest 
rates have on reinsurance recoverables. Considering the significant amount of money 
insurers will save when they purchase reinsurance from the fund, they will conskJer the 
cost of any small amount of overiapping coverage to be a very small price to pay. 

After five years of operation, the Florida fund has a claims-paying capacity of $1 1 billton 
($2.5 billion of cash and $8.5 billion in debt). This is additional claims-paying capacity 
that would not othenwise exist. The frequency of events is greater in Ftorida and it is 
necessary to buikJ a larger fund than in New Yorte However, it would be pmdent for 
New York to act. before a catastrophk: event, so that the fund has the opportunity to 
build adequate claims-paying capacity. 

Opponents' arguments suggest that the fund's assets will be completely drained by the 
first catastrophe to come along. That is unlikely, since the fund's capacity would be 
cateuiated to withstand a 1-in-100-year hurricane. The chances of a smaller event are 
much greater and, in fact, if Hunrk^ane Andrew were to strike today, the FHCPs 
capacity woukJ not be fuHy depleted. 

Last year, the Panel recommended that the federal government change its tax poNcy 
regarding catastrophe reserves. Under cunrent law, pre-event catastrophe reserves are 
not tax deductible and consequently are taxed as ordinary income. Hence, tax poNcy 
discourages the buiM-up of resen/es or surpkjs to pay for large catastrophe k>sse8 that 
may occur In the future. The prospects for a change in federal tax poNcy are remote. 
But a state catastrophe fund is a way to bulk! those reserves without being suk)ject to 



Digitized by 



Google 



132 



federal income tax. The tax-free build-up of catastrophe reserves is a Icey factor 
contributirtg to the large claims-paying capacity that currently exists in the Florida and 
CalHomia funds. The economic impact to insurance companies is similar, and we 
would not have to wait for the federal govemment to act. 

A catastrophe fund can accumulate catastrophe resen/es more rapidly than the private 
marlcet. thereby improving the solidity of the insurance industry. A fund would buMd 
surplus and accumulate interest income on a tax-free basis, thereby building capital 
more rapidly than what would othenA^ise occur in the private market. This money will be 
used to protect consumers against catastrophe-induced insolvencies and reduce the 
exposure to guaranty fund assessments. The fund also would help reduce market 
Instability after a major catastrophe. 

Both Florida and Caiifomia alk)cate a small portion of their funds for promoting 
mitigation and for ensuring the state Is prepared to respond to a catastrophk: event 
Such an allocatton is generally necessary to ensure that the fund is tax exempt The 
expenditure pay dividends in the long mn, however, as homes and families become 
better protected in the event of an emergency event. 

A catastrophe insurance fund or other risk sharing mechanism in New York would 
attract more competition to the property insurance market, increase the total daims- 
paying capacity of the insurance industry, tower the cost of writing catastrbphe 
insurance, enhance the solidity of the insurance industry, pfx>mote a more stable 
insurance market after a severe event, and encourage homeowners to protect their 
homes against k>ss f fx>m hurricanes and other natural catastrophes. 

The principal argument against a catastrophe fund appears to be based on the state of 
the current market There is not a crisis, according to those who oppose a catastrophe 
fund. The number of new business applicatk>ns for state-created reskJual markets is 
shrinking. They argue insurere are having no difftouity finding reinsurance. The same 
statements could have been made in Ftorida and Caiifomia before severe catastrephes 
struck those states. Those stetes subsequently discovered that they were not as we> 
prepared for handling severe natural catastrophes as they thought Unless New York 
acts now, it will make the same miscalcuiatk)n. 

The FHCF and the CEA were debated and ultimately enacted in pressufB-oooker 
atmospheres created when the absence of affordabte reinsurance and uncertainly over 
future market stabHIy combined to drive insurere out of the market The rssuHing 
legislatkm was not perfect, and came at great poiHicai coal, but both new laws were 
effective at bringing insurance companies back into the market Rather than 
complaoently waMng for catastrophic evente to overtake the insurance industry and 
competitive market the industry shouM begin now to take conliol of ite own destiny 
whie calmer times provkle the opportunity to do sa 
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VIII. The Argument aaainet a Hurricane Catastrophe Fund 

A state catastrophe reinsurance facility will not make hurricane coverage more available 
Of more affordable in New York. Instead, it will result in cross-subsidization by shifting 
costs to homeowners and businesses with little or no hurrk:ane exposure. In turn, it will 
force insurers to purchase reinsurance from a state-mn entity, instead of relying on 
private reinsurance and emerging capital maricet funding an^angements to spread the 
risk of toss. In the short-tenn, it is likely to exacert)ate the availability and affordability of 
homeowners' insurance. In the long-tenn, the maricet is still likely to experience 
instability after a mega-catastrophe. 

Opponents argue that a state reinsurance facility benefits insurers who have elected 
not to purchase reinsurance in the voluntary maricet as welt as those who are reluctant 
to manage their own capacity problems. However, it also allows those insurers to pass 
atong their problems to responsible insurers and their customers throughout the state. 

More importantly, there is no mariiet crisis or availability problem in New Yoric. As a 
k)ng-term solution to hurricane losses, New Yoric should invest in strong statewide 
buikiing codes ak>ng with their enforcement and voluntary mitigation measures by 
homeowners to reduce exposure to loss. Abng with realistic levels of deductibles, 
these steps can increase capacity to meet demand. 

As precedent, only one state reinsurance fund presently exists - - primarily because of 
the high level of exposure that Florida continually faces from hurricanes. The Florida 
Hurricane Catastrophe Fund (FHCF) is part of an extensive legislative response to the 
severity and frequency of hunlcanes striking Florida. In addition to the FHCF, the 
Fk)rida Legislature improved mitigation measures, strengthened the enforcement of 
buikJing codes, permitted changes in hurricane coverage such as 2 percent to 10 
percent hurricane deductibles, restmctured the property reskiual maricets (Rorida 
Windstonm Underwriting Assodatk^n (FWUA) and the ReskJential Property and 
Casualty Joint Underwriting Assodatkm (RPCJUA)), allowed catastrophe computer 
modeling in the ratemaking process, imposed a moratorium on cancellatk)ns and 
nonrenewals, and encouraged new insurers to enter the martcet. The FHCF was never 
created to solve aH the problems of the Ftorida homeowners' insurance maricet and only 
represents a partial sdutkm to a problem that Is potentially more severe in Ftorida. 

In creating a tax-exempt reinsurance state fund (as opposed to a primary insurance 
catastrophe fund, e.g., Hawaii Hunicane Relief Fund), Rorida petitioned the Internal 
Revenue Senrice (IRS) for a private letter ruling. A private letter mling is directed only 
to the taxpayer that requested it and it is not be used or cited as precedent Under 
sectkNi 115 of the Internal Revenue Code, income derived from the "exercise of any 
essential govemmental functk>n and accruing to the State" is exempt from taxatk)n. 
While there is no set fomnula for tax-exemptkm, the IRS's mling provMes guklance. 

FaMure to receive tax-exempt status for the buM up of premkjms is devastating to the 
success of a reinsurance state fund. At a Rorida legislative wortcshop heM by former 
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House Insurance Committee Chair John Cosgrove, he stated that the FHCF fund would 
have to pay $165 million in Federal taxes in 1994 on $407 million raised through 
reimbursement premium. In addition, he noted that the IRS is very reluctant to grant 
tax-exempt status if there is linkage between the value insurers receive from the FHCF 
and the amount of premiums paid by insurers. Generally, the IRS expressed concern 
that the limited state involvement in the FHCF would make it no different from a private 
reinsurer. 

Ultimately, the Florida Legislature made certain changes to the FHCF which prompted 
the IRS to determine that the fund is an Integral part of the state" and tax-exempt. The 
changes were primarily designed to demonstrate the economic involvement of the 
state. Key points in the IRS ruling are as follows: 

The Florida Legislature provided a two-year state contribution to the FHCF in the 
amount of $50 million. In addition, the Legislature may annually appropriate at least 
$10 million for an expanded range of hunicane mitigation activities. In Standard and 
Poor's September 1997 rating of the FHCF. they stated that Ihe IRS looked favorably 
on the Cat fund based on the commitment of the state and its generous contribution." 

Presently, no catastrophe state fund has the lull faith and credif of the state. By law, 
neither the funds in a state treasury nor the tax revenue base of the state has been 
pledged to the payments arising under a state catastrophe fund. Even without this 
commitment, the IRS has found these entities to be an integral part of the state. To 
meet losses in excess of any financing program, a state or federal funding solutk>n 
wouki be necessary. 

To respond to the IRS, the Rorida Legislature also increased the emergency 
assessnftent. The 2 percent emergency assessment on ail property and casualty 
premium, other than woricers' compensatk^n insurance, (which assessments applies 
only if the FHCF premium revenues are insuff teient to pay off its bonds) was raised to 4 
percent in instances where the Goven[K>r declares a state of emergency arising out of a 
hunicane. The emergency assessment Is automatically passed onto poficyhoklers. 

The IRS stated in their miing that emergency assessments may be ootieded from non- 
partteipating insurers who do not receive any conskieratioh from the FHCF. "By 
assessing the Non-Partnipants, the State has effectively exercised its power to ooiect 
revenue and appropriate such moneys to the Fund. In relation to other sources of 
moneys, raised ttumigh its exercise of state power to collect payments by Non- 
Partic^Muits, is signifk»nt' 

The FHCF was created as part of an existing state entity - the State Board of 
Administration consisting of Rorkla*s Governor, Comptioler, Treasurer and Insurance 
Commisskxier. The FHCF mahitains a smaH staff that manages and impleinents 
policy dedskMis. Moneys in the fund are Hmiled to protecting and advancing the stale's 
interest The Department of Insurance enforces ttie mies adopted by the FHCF 
inckjdhig the abity to levy emergency assessments. By exercising direct control over 
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hem fnom tie FHCF. (Hovvever. tie FHCF stM provides tor an emeigancy 

onal ines of insurance except wortcers* compensatiort) 

.tie FHCF permits some choice through three levels of partic|>aiiQn: 
age; 75 petceni coverage, and 45 percent coverage. Pe rt iclpaio n al 
t level provides greater coverage to an insurer and resuRs in higher 
paid to the FHCF ttian tie 45 percent level of partidpatiQa One 
iof^ insurers representing 86% of tie hurricane exposure of tie 
isurancemarl(et selected the 90 percent level in 1996-1997. However. 
MMiaNMf eaqpoeed Florida. 49% of aN Insurers representing 12% of total exposures 
— — nmum level of participation In 1998-1999. Whetier tiese Insurers 
» in a voluntary fund is unclear. (It should be noted mat tie number of 
■fcig in the Florida homeowners' Insurance market Is impacted by tie 
I on cancelation and nonrenewal which expires on June 1. 1999.) In any 
•am te need for insurers to partidpato in a stato fund in New York is signlllcantty 
iBiilnNearYortc because tie severity and frequency of a hunlcane is slgnfficantty leas. 

IJjBie is no guarantee ttiat a catastrophe relnsumnce state fund wlH provWe stability 
•w a magaHatasliophe. For example, tie FHCF has no second event capacity. 
«*•*• •neoa^alastrophe drains tie fund, H must begin at square one to rabuiW. In 
"•"•Brim, problems wi occur tie day after tie fund is depleted. 

Pjjnwy Insurers wouU be required to continue to pay reimbursement premiums to tie 
W •> help retire tie fund debt) while tie fund Is unable to provWe any coverage (al 
■J^J^and debt capacity having been used). WhHe continuing tie mandatory premium 
Pjnjsnts, tie primary Insurers wouki be required to replace tie FHCF coverage In tie 
PJwjBTrtri^ nfiaricet By relying too heavily on tie fund, tie Industry may create 
wwons simlar to tie maricet instebility after Hurricane Andrew. 
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insurance, by contrast, ensures either that some poiicyhoiders will pay rates that are too 
high or that insurance rates generally wiN be suppressed below the point at which 
insurers can eanri a fair rate of return on the capital they place at risk to sen/e New York 
polk;yhokters. Neither result is sound or fain and neither result will contribute to making 
hurricane insurance more available in the state. The bedrock of any constructive 
reform to New York's insurance market must be ttiat all polteies shall carry actuarially 
sound rates. 

As described above, the FHCF may levy a 2 percent to 4 percent emergency 
assessment on all lines of property and casualty insurance except workers' 
compensatk)n. ObvkHJSly, this assessment provkles a means of obtaining a subsidy 
from other lines of commercial insurance to cover homeowners' insurance k>sses. In 
FkKWa (based upon 1996 numbers), a 4 percent emergency assessment will annually 
raise $32 millkm from liability insurance polk:yholders, $29 millkMi from commercial 
automobile liability poHcyhoklers, $46 milUon from commercial multiple peril 
poHcyhokJers and roughly $100 millkHi from polteyholders of other lines of commercial 
insurance. 

Whether the FHCF is a solutkm with regard to mega-catastrophes remains untested. 
No one can guarantee ttiat the market will be stable after a mega-catastrophe because 
of the existence of the FHCF. In fact, tt is more likely that instability wiU exist because 
once the FHCF is exhausted, insurers wiU find themselves unprepared for the next 
hurricane and wHI have to seek reinsurance from the private market However, unlike 
Hurricane Andrew, this instability occurs at the very same tkne that the FHCF makes an 
annual demand of $440 milHon to rebuild the moneys in the FHCF. 

The private market also is more efficient than a state fund In managing catastrophe 
exposures for aN perils. A major winter storm couM produce tosses stonilar to a 
hurricane striking New York. Yet, retained earnings of the FHCF are used only to 
support coverages reinsured by the FHCF (New York restoential property insurance in 
this instance) and cannot be used to support any other kind of insurance underwriting. 
Those funds in the private sector wouM be used to support insurance underwrittog of 
other Ines and ki other states while supporting New York resktential property tosuranoe. 

By creating dependence on a state fund, it may also produce negative behavtor with 
regards to an insurer's undenMfrHing practices. If an Insurer's retention for catastrophe 
tosses is negHgbte because of a state fund, it may dkninish a property insurer's 
incentive to undenwiite in a pmdent and sound business fashton and thereby, plaoe 
New York property insurance consumers at risk. Some insurers may over-conoentrate 
their exposure or chooee to accept risks without regard to insurabity, cede aknost al of 
the hurricane exposure to the reinsurance fund, and let the fund and industry as a 
whote bear the burden of Insuring these risks. Because sound underwriting is the key 
to sustaining insurer solvency, such a pracHoe Increases the Industry's risk and, 
ultimately dNninlshes avaMMy by Impairing the heaim of the Industry. 
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What i tie stale croaiBdAwlijntofy fund and no one joinMl? Or,inotierwofds,would 
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The FHCF lequipes m a n da loiy paricipaiion of al 292 insurers (exoept surplus ine 
insurers) wrttng lioimiiuamjiih* and residpninl type stnictures. Onoe estabistied, 
several insurers unsuooessiuBy launctied a oorntitoional dialenge against mandalory 
parlicipafion and oommerdai properly insurers suooessfoBy convinoed tie LegslaAure 
to e x clud e tiem from tie FHCF. (However, tie I^HCF sifl provides for an emergency 
assessment on al Bnes of ireuranoe ewoept workers* oompensalion.) 

Whie mandaloiy, tie I^HCF pemiAs some ctioioe Ihrouslh tvee levels of pnilirippffan: 
90 percent oo¥Brage, 75 percent coverage, and 45 percent coverage. Participation at 
the 90 percent level provides graolcir coverage to an insurer and resuRs in higher 
idmkNjfsement paid to tie FHCF tian tie 45 percent level of participation. One 
hundred and forty insurers reprosoftaig 86% of tie liurricane exposure of tie 
homeowners' insurance martcet sdo ct od tie 90 percent level in 1996-1997. H ow e v er , 
e^^an in hisfhiy exposed Florida, 49% of al insurers reprosortiiig 12% of total exposures 
selected the minimum level of paiicl p a fco n in 1998-1999. Wlietier these insurers 
would partdpale in a ¥oiunlary fond is unclear. (It shoirid t)e noted tiat tie r«jmt)er of 
insurers participating in tie Florida homeowners' insurance market is impact e d liy tie 
moratorium on ca n celaiion and nonrenewal which expires on June 1. 1999.) In any 
event, the need for insurers to partnpale in a stale fond in New Yortc is signScanly 
less in New Yortc because tie severity and frequency of a liurricane is signlica n ty less. 



There is rK> guarantee that a catastroptie reinsuranoe stale fund w9 provide stabSty 
after a mega-catastrophe. For example, tie FHCF lias no second event capadty. 
Orx^e the mega-catastrophe drains Itie fund, I must t)egin at square one to relMld. In 
the interim, prot)lems wl occur the day after tie fund is depleted. 

Prirnaiy insurers wouU t>e required to continue to pay reirntHMsernerit premiuins to the 
FHCF Qo help retire tie fond debt) whIe tie fond is unabte to provide any ooven^ie (al 
assets and debt capacity having been usedK WNte contin u ing tie rnanctetory prernium 
payments, the primary insurers wouU be required to replaoe tie FHCF coverage in tie 
private reinsurance market By relying too heaviy on the fund, the industry may create 
coTKitions simiar to the martcet instabilty after Hurricane Andrew. 
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In addition, in the early years of the fund, insurers would lack confidence in the fund's 
ability to meet its obligations because of the limited amount of money collected by the 
fund. The fund would also be viewed as an untested entity. As a result, pnident 
insurers would still purchase duplicative reinsurance from the private marlcet - thus, 
insurers would pay twice for the same reinsurance coverage - once to the state and 
once to the private maricet In addition, Fi^CF prices are based on full coverage wtiHe 
the fund is able to cover only a limited amount of that coverage, particulariy in the eariy 
years. Purchasing duplicative reinsurance and the levy of a new charge on insurers 
could produce disruption in the maricet 

In the eariy years, a fund would not immediately improve insurance availability. 
Advocates for a reinsurance fund contend that a fund would have a beneficial impact 
on the availability of homeowners' insurance. A fund would be financed by 
reimbursement premiums collected by insurers and these premiums would accumulate 
over a period of time. However, it would take a decade before the fund coukJ be 
conskiered a "backstop* or have a benefteial impact on the behavtor of insurers. In the 
interim, the fund wouki rely almost exclusively on a level of debt to pay bonds. 

IX. Summary & Recommendations 

The Temporary Panel on (homeowners' Insurance concludes that homeowners' 
insurance in coastal communities is available and that a New Yortc State Insurance 
catastrophe fund is not needed. The number of homeowners' Insurance policies written 
by the New Yortc Property Insurance Underwriting Assodatkm (NYPIUA) has leveled off 
and the number of new NYPIUA policies is starting to decline. In the highest exposed 
area, NYPIUA has a coastal maricet share of only 1.9 percent in Nassau and Suffolk 
counties. In additkm, poNdes written through the Coastal Maricet Assistance Plan (O 
MAP) has been less than antteipated as evidenced by the fact that Insurers have written 
only 2,900 out of the 5,000 policies under the commitment These findings mirror the 
Panel's observations in 1998. It is expected that the coastal maricets will continue to 
improve in 1999. 

The Panel also conchides that the property and casualty insurance industry is better 
prepared to handle catastrophic events since Hunlcane Andrew in 1992. The industry's 
surplus rose from $193.1 bilNon in 1994 to $342.0 billkMi In 1998. In addition to the 
strength of primary insurers, reinsurers are estimated to provMe a minimum of $7 to 
$10 blllkMi in reinsurance coverage in any one geographical area. There is an 
overabundance of capacity in the reinsurance maricet and catastrophe pricing is being 
driven (k>wn by the high level of excess capacity. 

Supplementing the tradltkHial reinsurance maricet is additk)nal capacity from the capital 
maricets. The capital maricets funding of catastrophe natural exposures has grown from 
one transactkm in 1994 totaling $85 milHon to eighteen transactk)ns in 1998 tolaRng 
over$3biiyon. TNs maricet is expected to continue to grow. 
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Based upon the review of these factors, the Panel concludes that the insurance 
industry is sufficiently positioned to absorb the impact of a major hurricane striking New 
Yorie The property and casualty industry has already handled multiple natural 
catastrophes producing insured losses between $2 and $18 billion. Based upon 
catastrophe computer modeling, the 1-in-100-year hurricane would produce estimated 
commercial and residential losses of $3.9 billion in New York. Other models may 
produce a slightly higher or lower number for the 1-in-1 00-year event. This exposure is 
well within the industry's current capacity to absorb, and is significantly smaller than the 
$35 billion in catastrophic losses handled by the industry from 1992 through 1994 when 
industry-wide surplus was only about 55% as large as it is today. Unlike Califomia and 
Fk>rida, which have established state catastrophe funds, New York does not experience 
the same severity and frequency of natural catastrophes. 

Creation of a state catastrophe fund raises a number of public policy concerns. For 
example, a viable fund must be exempt from federal taxation and such an exemption 
requires significant state Involvement and capital contribution from the state. 
Depending upon the structure of the fund, cross-subsidization could occur among lines 
of insurance such as policyholders in k>w-risk areas subsidizing high-risk areas, and 
commercial policyholders subsidizing homeowners' insurance policyholders. . The use 
of taxes or post-event assessments on policyholders to finance revenue bonds for a 
catastrophe state fund camouflages the tme cost of property insurance in New Yoric, 
forcing low-risk homeowners to subsidize high-risk homeowners. Finally, creation of 
state catastrophe funds couM retard the aggressive development of private maricet 
solutions that are being presently devek>ped {e.g., capital maricets and other private 
maricet alternatives discussed in this Report). 

In light of the ability of the property and casualty industry to handle a major hurricane 
striking New Yoric and the possible disadvantages associated with a state catastrophe 
fund, the Panel, after much discussion and review, recommends against the creation of 
a state catastrophe fund in New Yori(. Two members of the Panel dkl not concur in this 
conduskm. 
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MARKET DYNAMICS SUBCOMMITTEE REPORT 
Members of the Market Dynamics Subcommittee 

E. John CuccI Alliance of American Insurers, Chairman 

Joseph Calvo New York Property Insurance Undenwriting Association 

Michael Esemer New York Property Insurance Underwriting Association 

Bill Qoff Allstate Insurance Company 

Janet Glover New York Insurance Department 

Anthony Granite Orion Specialty 

Benlta Hirsch New York Insurance Department 

Royd Hotloway State Farm Insurance Company 

Doug Joseph State Farm Insurance Company 

Shelly Kozel Lezok Ud. 

Mark Kriss Alliance of American insurers 

Tom Lutz Professional Insurance Agents of New York 

Patricia Mann New York Insurance Department 

Bill Melchionni NationwkJe Insurance Company 

Charles Rapacciuoio New York Insurance Department 

Dan Robinson New York Central Mutual Insurance Company 

Michael Rosenzweig Rosenzweig Rnandai Services 

George Yates Independent Insurance Agents of New York 

Anthony Yoder New York Insurance Department 

Market Dynamics Subcommittee Report 

I. Purpose off the Subcommittae 

The Market Dynamics Subcommittee of the Temporary Panel on Homeowners' 
Insurance was charged with conducting an analysis of homeowners' deductft)le8 
(disck)8ure and triggers). mitigatk>n efforts to reduce k>88. and the current state of 
capital markets in the funding of catastrophe exposures. 

II. History and Current Status off Hurricane DsdueUble Programs In Now York 

In its 1996 report, ttie Temporary Panel on Homeowners' Insurance Coverage 
recommended that the Insurance Department shouM "approve appropriate large 
deductibles for hurricane damage." The report noted that "dne of the most significant 
means of reducing probable maximum toss [PML] is the use of large deducttiles 
applicable to catastrophe generated k)sses. By mandating that every polcy contain 
such a deductible, a company wil drasticaHy reduce its insurable tosses. The Panel 
strongly recommends that companies fie and the Insurance Department appro^ 
appropriate large deduclft)les for hurrfcane damage." PML is the maximum dolar toss 
ttttit an insurance entity wouU in al H(ettiood incur for a particular event 
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The 1996 Panel predicted that this step would produce a market improvement in 
availat)ility of homeowners' insurance. Since that time, the market availability for 
homeowners' insurance has indeed continued to improve. There are many reasons for 
this, and the leadership of the New York State Insurance Department in structuring and 
approving a program of hurricane deductibles has been a major factor in improved 
market availability. 

This deductible program along with the Coastal Market Assistance Program and the 
continued re-authorizatk)n of New York's residual market mechanism (NYPIUA) have 
contributed greatly to the normalization of the market for Long Island consumers. 
Concerning NYPIUA. it was the unanimous opinion of the Panel that NYPIUA's 
legislative authority be made permanent in order for it to facilitate liquidity in the event of 
a catastrophe. The 1998 Panel made the same recommendation. 

In general, policy deductibles are contract terms stating that an insurer's obligation to 
pay claims begins at a certain level of loss (the deductible amount). Claims that do not 
reach this amount, and damage costs below this amount (when the claim exceeds the 
deductible) are not pakl by the insurer. 

Traditional homeowners' contract deductibles have been expressed as relativeiy tow 
dollar amounts ($250, $500 and $1,000), appltoable to all damage claims submitted 
under the polrcy. PolicyhoMers generally have been offered a range of dollar-amount 
deductible optk>ns at various prices, with lower deductibles costing more. 

In its Supplement to Circular Letter No.1 1 (1993), the Insurance Department finalized a 
set of guidelines for homeowners' insurers to use in filing for mandatory and optkMial 
deductibles applicable to claims for windstonm damage in coastal areas. The 
Department's guktelines provide for both "non-catastrophic^ windstorm deductibles 
(applied whenever winds do not attain Category 2 hurricane status (i.e., sustained 
wirxte of 96 mph or more), as detemiined by the NatkHud Weather Sen^tee at landfall 
anywtiere in New Yortc State; and for "catastrophic' wkxtetonm deductibles activated 
on^ In the event that Category 2 status or higher is experienced at landfal anywhere In 
New Yori( State. The "non-catastrophic^ guklefine for a mandatory deductUe is no 
more than $500. 

In additkx), the Circular l.etter Supplement noted that "an insurer may, wHh sufficient 
8(^)port, sutxnit for Insurance Department oonskJeraHon a windstorm deductUe fMng 
that dmers from the artteulated criteria.' 

As of Deoember 18, 1996, thirty insurers (and two rale service or ganii a tf ons) have 
received approval for their windstorm doduGtl)le programs (see Appondbc A). These 
programs provMe for certain mandatoiy deductft)ie8, rviging from one percent to five 
percent of Coverage A (dweMng amount of insuranoe), ttiai apply under certain vveallier 
oofKJtton s and are applied to the perl of wind. Optionii deduitiljlei are aviMble at 
higiher percentages for a premium crediL 
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Company deductible programs vary considerably in the triggering events that activate 
these deductibles. Factors that affect the application of the deductible include sustained 
wind speed, the point of stomn landfall, and declaration by the National Weather 
Sendee. 

III. Areas of Agreement: Structure and Disclosure of Hurricane Deductibles 

While there was a difference of opinion on the Subcommittee concerning the flexible 
deductible program now in use as opposed to mandating standardized more uniform 
deductibles, the entire Subcommittee was in total agreement on the following: 

• The deductible triggering event shouid be measured by: (1) maximum one-minute 
average sustained wind speed at a defined altitude within New Yoric State; and (2) 
occuning within a named hurricane and not by storm surge or barometric pressure 
measurements. 

• Insurers should offer policyholders an option of lower deductibles amounts if the 
policyholder undertakes significant mitigation efforts to protect the insured property. 

• Insurers should be permitted to use computer modeling to support rate and 
deductible filings. 

• Insurers should take steps to improve overall consumer understanding of M types of 
deductibles. 

• Insurers that use deductibles for catastrophk; management purposes shouki use 
specific hunicane deductibles in lieu of minimum all-peril deductibles. * 

• Full and adequate disclosure is vital to the success of the current deductit>le 
program, and Regulation 159 cleariy spells out disctosure requirements. However, 
spe^al efforts shouki be made by the Insurance Department during martcet conduct 
exams to specifteally ascertain whether disctosure notnes required by the 
Regulatk)n were sent as required. 

• When insurers notify Insureds as to what deductibles are operative on Vhmr 
coverage, they shouM simultaneously notify producers so producers can also 
stnjcture informatkm and education programs for insureds. 

• It is recommended that strong conskteratkHi be given by insurers to the use off a 
supplemental nottee to facilitate consumer education. TNs notice can be general in 
nature and shouki remind policyhoklers that questk)ns regarding dedudMes or 
requests for additkmal infbnmatkm can be directed to their agent or company. The 
notice shouki be sent just prior to hurricane season. 

• The Insurance Department shouki issue Pubte Senrice messages just prior to and 
throughout the hunicane season. 
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Prior to and ttvoughout the 1999 hurricane season, the Insurance DefMutment 
should undertake a comprehensive pubic education campaign directed towaid 
residents of areas where windstorm deducli)les are in use. 



The Insurance Department stKMJid educate the puliic on the new opportunities for 
dtecounls for i nsta tet ion of hurricane-resistant glass and other mitigation steps 
avaiaft)letothem. 



IV. The Argument fdr Standardtod Deduetllilea 

Subcommittee members wem divided as to whether the standardaed or flexble 
deducMe approach was the rrtost suhabte lor the New York homeowrmrs* irtsurance 
market This sectiort summarizes the major strengths of the ^andantaod approach. 
¥rhieSectk)n V makes the argumertt tor fl^dblededuclM)les. 

Al Subcorrwnittee rnernk)ers are of the opinion that the use of deduclft)les assist carriers 
in managing their exposure in coastal maricets; however, t)ecause of the diversity of 
triggering events and other variak)les, there Is a concern among some members 
regardmg the level of consumer understanding of deductMes and how they operate. A 
recent study conducted by the Independent Insurance Agents Association of New Yoric 
indk»ted that 78 percent of Long Island homeowners sun^eyed did not know whether 
their poicy had a windstomn deductible. (With the introduction of the mandatory 
dteck)6ure form effective January 1, 1999, it is anticipated tt)ere wfl be increased 
consumer recognition of ttieir true exposure.) 

When asked how a windstorm deductible is calculated, nearty thiee-quaiters (72 
percent) dkJ not know. Also, consumers were confused as to wtiat deductible 
percentage ¥voukJ apply to their claims. Some respondents (14 percent) ttKXight It was 
eittier a set arrKMint or it was based on a percent of the daim, whie anottier 14 percent 
oonectly stated tttat ttie deductible amount Is a percent of ttie kisured vakje of their 
home. Of the homeownere surveyed, ttie majority (59 percent) dkJ not know wtiat 
triggered the deductible. 

Oitics of the present deductikile program also point to recent MJosisBippi experierce 
wtiere coastal resklents hi tttat state fled a lawsuit chalenging hurricane deductibles on 
homeownere' poides that kisursds daim they dkJ not understand until Hurricane 
(aeorges occurred. The courts have been petitioned to grant the case dass-action 
status. In ttie interim, ttie kisurance CommisskNier has asked kisursre to vokmtarily 
wittidraw prevfcMsly approved percentage vifind deductibles (which were set at a 
standardbed two percent) \kie to ttie confusion, misunderstandkig and severe 
hardship suffered by resktonts" affected t^ Hurricane (aeorges. 

Acoonftngiy, ttiere were membere wtio felt ttiat deductibles stiouki be standardfaeed to 
avoid consumer confusion. In ttiat vein, ttiose Suticom m i ttoe memkMre opting for 
standardi jation offered ttie folowing i 
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• In order to limit the frequency off triggering "CAT deductibles, ttie minimum trigger 
should be 96-mph, one-minute sustained wind. Iff individual companies can 
demonstrate the need ffor additional deductible relief for storms of 74-to-95 mph, 
then they can be granted a higher flat deductible (perhaps $1,000), as a means off 
managing frequency of claims in these Category 1 types of storms. 

• "Stepped-Up" deductible filings which trigger higher percentage deductibles as 
sustained wind speeds increase could be one way of increasing participation off the 
property owner as the severity of the wind increases. This concept, according to its 
adherents, is one the public could easily grasp through an educational effort. 

• As a standard practice, annual disclosure notices of hurricane deductible triggers 
and amounts should be provided to homeowners just prior to the hurricane season. 
The notices should be company-generated. 

• The wind speed ffor hurricane deductible percentage triggers should not be the wind 
speed ffor a Category 1 hurricane. The Category 1 wind speed criterion is too low. 

V. The Argument for Rexible Deductibles 

There was equally strong sentiment expressed by oiher Subcommittee members that 
maximum fflexibility be maintained in the cunrent deductible program if a free and open 
maricet is to be maintained and to help encourage further growth of that maricet. Their 
feeling Is that the Insurance Department's present program has in general created 
much needed opportunities within specific guidelines ffor insurers to increase martcet 
share in coastal areas of New Yortc State. They point to the necessity for companies to 
establish individual underwriting guidelines, set rates that are adequate and not 
excessive in compliance with Insurance Department requirements, and detenmine 
mariceting strategy while managing exposures and offering consumers viable choices. 
While this may result in some residents of the same area having different deductibles at 
the time off a catastrophic event, they ask the consumer to share only a manageable 
portion of the risk, while presennng product availability and affordability. 

Moreover, they argue that promulgatk>n and implementatk>n of Regulatkm 159 shouM 
ameliorate the concem raised by some that the insured publk: is not aware that they 
have a hurricane deductible appreciably greater than the standard pre-Hunicane 
Andrew deductible, under what conditk)ns the deductible is triggered, and to %vhat 
property values it applies. 

Additkmany. it is the feeling of Subcommittee members who support the current fMbiB 
program as compared to a "one size fits alT approach that the trigger for any hunicane 
deductible shoukJ be any named hunteane that strikes land in New Yortc Stale. 
Percentage optkms (mininiHjm of two percent) shouki be offered to customers slowing 
them to choose those options that suit their indivMual needs. This deductible wouU 
replace any specific dollar deductible for hurricane events only. Rules such as these 
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vMMJid alow companies to alter their positione depending on market and financial 



Using a trigger ak)ove that of a Category 1 storm could cause market displacement as 
this may not mesh with a company's marketing or financial positk>n. While larger fbced 
dolar, e.g,, $1,000, hunlcane deductit>les will help. Probable Maximum Loss woukJ 
icely be higher than insuring those risks with a two-percent deductible. For a company 
with significant coastal exposure, the PML coukJ be as much as 35-40 percent higher. 
This wouM necessitate either a restrictkni in marketing or an increase in premkjm or 
both on the part of companies. 

VL Appiiad Insurance Research (AIR) Deductible ImfMCt Study 

To put ttie standard k flexible dedudiile issues into perspective, the Subcommittee 
asked Appfied Insurance Research (AIR) of Boston, Massachusetts, to conduct a study 
along ttie fdowing Inesr 

(a) To estimate the industry's ground-up homeowneis' k)sses (exckjding tosses from 
renters and condo polcies and asmjming no deductible) for Safflr-Simpson Category 1 - 
5 hunrlcanes (sepsuralely in Suffolcftassau. Kings, and Queens (bounties). 

(b) To apply to the above esU ma les a two and three percent deductW e (of Coverage A) 
and a flat $1,000 dedudMe (fli separately). 

AIR agreed to do fliis research and furnish it lo the Subcommilfee at no charge. A 
complels copy of AIRs deductible impact study. enlMled "Huntoane Loss Analysis - 

■ I- „ - Ml— M ^^P ^B maaiM till n J «K^k ^ ■! !■ II ■■ tttt I ^^ 

nOmeownerar • anacneo as AppenuK o. 

in yr lving at the eslimaled total insuied properly losees In aocordanoe wllh (1) and (2) 
above. AIR used fls piopffielary di a b ase of numbers and vakjes of rsskJentfal 
pfoperlies l)y postal oode. Please lefer to Appendbc A of the attached AIR study for a 
dotiritod dfttcffp#on of AIR'S piopffielary rln tn h n i s R)r added rtariflraflon, flie AIR toes 
esflmaise laflacl tiuntcane losees pssuflkig from txMh landfalbig and iiofi4andfaNtog 
huifficaneaw do not leflact eflier stonn surge or demand surge loaseSt and assume al 
propaiflsa an 100 percent insured to vatue. 

Baaed solal^ upon ttie difla rmflrtmirt ki Bdflbis HV of flie attactied AIR study, flie 



(a) Thsiedb>as/iarappBa r tobean a ppiectobiekidus>ytoee sa vi n g s (aaa| 
orstwii^iluflB aiiKiuifl)asapciaiadwMirooMngiwama$1,OODflaidaducailatDatwo 

and 2 tamfcanae tor Sw 5a 100 and 2S0 year latum peifcMf atofim In lOngs, < 
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potential conflicts with other state agencies unless a more detailed 
comparison of the affected state regulations is performed and will most 
likely increase the cost of compliance for existing buildings. 

The Suk)committee t)eUeves that the lack of an effective New York State performance- 
tased building code needs to be addressed during ttie 1999 legislative session. While it 
is diffknjit to quantify dollar savings from such a code, nevertheless it remains a critical 
component in attaining toss mitigation in coastal New Yoric. 

Irrespective of the legislative outcome regarding BOCA, an effective mitigation strategy 
must include actk)n that reduces expected tosses for existing stmctures. Generally, 
adoptton of stronger building codes and enforcement will only impact new construction. 
Constoeratton shouto be given to requiring replacement roofs to meet or exceed code 
periomnance criteria for new constmctton in instances where 50 percent or more of a 
roof covering undergoes replacement. 

B. Education 

The Febmary 1, 1998, Panel Report emphasized the crittoal role consumer education 
plays in encouraging homeowners to take actton in protecting their families and 
possessions from hunicane risk. As risk assessment modeling and other research 
provtoe increased infomnation on the threat to individual structures and effective 
altemative mitigatton acttons, dissemination of the availabinty of such informatton is 
essential. 

Educatton efforts shoukJ include pubHc sendee announcements and the distributton of 
brochures currently availabto through entities such as FEMA and the Institute for 
Business and Home Safety. Public/private partnerships of organizattons and 
governmental agencies coming together with a goal to support mitigatton shouto be 
encouraged. Motivating people to address natural hazards requires a multi-faceted 
educattonal approach and is not a singular act It is a process that can take months and 
years. Many voices must be involved - TV, radto, print media. vkJeos, brochures, 
schools, etc. Chjtoren make excellent messengers and school-based educattonal 
awsreness is a key component 

The creatton of the mitigatton demonstratton center at SUNY Maritime College. Fort 
Schuyler in the Bronx, sponsored by numerous insurers, the Institute for Business and 
Home Safety, and others, togetfier with the attendant pubHdty, has helped to raise 
puUto awareness of the natural disaster risk in New Yortc. Ongoing pubHc awareness 
acMlies at this tocatton shouki be encouraged. 

V. inoefiDvse for MniQnioii 

The February 1, 1996, Panel Report noted that there is a need for a range of bolh 
puMto and privale inoenlives to enoourage homeowners (of existing homes) and 
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VIII. Consumer Education Efforts 



While the Subcommittee was divided on the issue of standardized deductibles v. a 
flexible deductible approach, there was unanimous agreement that prior to the 1999 
hunicane season, the Insurance Department should undertake a comprehensive public 
education campaign directed towards residents of areas where windstonn deductibles 
are in use. Property owners would be encouraged to: 

• Discuss their coverage with their insurance agent or company to determine whether 
their policy is sut)ject to a windstonn deductible. In tNs respect, insurers, when 
notifying policyholders as to what deductibles are operative on their coverage, 
should simuKaneously notify the agent In this way, the agent will also be able to 
structure policyholder infomnation and educational programs to supplement 
insurance company and Insurance Department efforts. 

• Such discussions would focus on making sure the insured has a full understanding 
of the extent of their liability in the event of toss and detemnine whether the full 
extent of their liability is acceptable to them. 

• If not acceptable, insureds shoukJ be made aware that altematives such as "buy- 
backs" of the deductible are available. 

Moreover, the Subcommittee was also united in their view that ttie Insurance 
Department shoukJ educate the public of the new opportunities for discounts for 
installation of hunicane resistant glass akmg with other mitigation steps they can take. 

IX. Mitigation 

A. Building Codes 

A critical recommendation of the Panel in 1998 was the adoptton and enforcement of 
performance-based buikling codes and unifomn buHding codes throughout coastal New 
York and New York State. Enforcement at a k)cal level was also viewed as essential. 
During the 1998 legtelative sesskxi, legislatkm was introduoBd to require New York 
State to adopt the BOCA Natk>nal Buflding Code and related codes in place of cunent 
New Yortc State Unifonm Rre Preventkm and BuHding Code. In Keu of adoptk>n of 
BOCA. Chapter131 of the i^ws of 1998 was enacted into law requiring the Department 
of State to undertake a comparison study and report of the present New Yortc Code and 
the BOCA codes. 

The Code Comparison Study was completed in November of 1998 and conckided: 

In summary, the prpiect team believes that the BOCA Natk>nal Rre 
Preventk>n Code ¥vili be easier to enforce, easier to administer, that it has 
the potential to promote economic devek)pment and it will increase pubic 
safety. Adoptk)n of tie BOCA Natk>nal Rre Preventkm Code wil result in 
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budders and new home purchasers to retrofit or purchase homes that offer protection 
against hurricane risks. 

The risk of k)ss or damage to property, including family pictures and other sentimental 
objects and possessions, is significantly greater in New York's coastal areas than 
commonly believed. Education of the risk together with the growing use of higher 
hurricane deductibles constitutes a significant means of fostering mitigation efforts. The 
reiativeiy inexpensive cost of roof tie-downs and other retrofit techniques should be 
widely publicized, utilizing the educational channels noted earlier in the report. 

AddilkHial recommendations contained in the 1998 Panel Report include: 

• Implementation of tax incentives for mitigation of loss. These should include 
exemptk>n from real estate tax assessments on improvements and real estate tax 
reductk)r)s to reflect the value of mitigation, sales tax incentives for approved or 
certified retrofitting of existing homes, and income tax credits for purchasing or 
retrofitting existing homes. 

• Requiring a certain wind-resistant perfonnance standard before coverage would be 
available in the New York Property Insurance Undenvriting Association remains a 
public incentive for mitigation that coukJ be transferred to private sector insurance in 
terms of encouraging undenmriting along the coast or underwriting witti varying 
market deductibles or premium credits. 

• An economic strategy should be put into effect by insurers to ensure ttiat mitigation 
is a reasonable and economical choice for ttie coastal homeowner buyer or bulkier. 

Finally, the State Insurance Department recentiy promulgated amendments to 
Regulation 57, providing for reduction in homeowners' rates, where hurricane/storm 
shutters or hunicane resistant laminated glass windows or doors have been installed. 
The availability of discounts will help encourage use of these mitigation techniques. 

X.Capltai Markets 

The 1996 Panel Report contained a detailed description of ttie recent trend toward 
securitization of insurance risk. Securitization has been established as an alternative 
source of protection for the insurance industry and is becoming more accepted as an 
asset dass for the investment community. The 1998 Panel Report detailed the nature 
of this newly evolving market and ttie benefits it will afford ttie property and casualty 
insurance Industry and the investment community. 

The property and casualty industry's surplus base has grown from approximately $260 
bMkxi at ttie end of 1996 to approximately $300 bilKon at ttie end of 1997. Despite ttiis 
gfowtti, ttie industry faces ttie potential of a major cata^trophk: event estimated to have 
a probable maximum k>8s from a domestic catastrophe of approxknately $70 bHfion. An 
event of that magnitude couki put ttie industry's surplus under severe strain wiping out 
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one-quarter of the total surplus from a single event. Capital markets as a new source of 
capital for ttie Industry can dramatically temper this threat. 

Due to ttie relatively small capital base supporting worldwide reinsurance risks, pricing 
for catastrophe coverage tends to rise dramatk»lly after a large foss. The total value of 
the capital markets, however, is estimated to t)e $13 triltfon. Considering that the PML 
from a Fk>rida or California catastrophe is approximately $70 billion, it is likely that the 
capital mari(ets wouM be relatively unaffected by an event of this magnitude. 

As the number of investors participating in the insurance related capital maricet grows, 
issuers of insurance-related securities benefit by having a new and deeper pool of 
capital to assume risks. As catastrophe risk is spread over this larger capital base, the 
severe price increases that have traditk>nally occurred after a large event should be 
reduced significantly. Reduced volatility of reinsurance cost aUows insurance 
companies to budget more accurately and to benefit from a more stable earnings 
stream. 

The securitization of insurance risk continued its growth during 1998. A summary of 
press accounts detailing the growth of capital maricets compiled by the Reinsurance 
Associatk>n of America is annexed to this report as Appendix B. Evidence suggests 
that CAT bonds retained Ik^ukUty during the turmoil in capital maricets triggered by the 
volatility in Asia, Russia, and parts of South America, during 1998. (Source: Willis Faber 
Re- Martcet Review, December 1998.) The stability of CAT bonds during this time frame 
bolstered the claim that CAT bonds are not correlated to other financial instnjments and 
can play an important role in balancing investment portfolk)s. 
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Appendix A 
Homeowners* Insurance Deductible Filings 

New York State 

(as of 1/31/99) 



Company, 


A••■:r■:••-■.•,^|.;|■••:?:^<•f 


::V^. ■.-■|V^..^/-..>.;:,^.. .....:.. .•-:..■... -^ -.vf ' 


. v.- ••■■; ; 




FIl0NO«)r 


',., mW ■^^W»*»w»Mi^WF 


•••^^--■^^rTrtigar •-■.•• 






Approval 


%' based.ipii -: ;. 




-,■ . 




Data 


Dwelirno 


..: vieMyclRite Is appBcabte) 




CcNinnanta 


American 


Optional. See 


The deductibte is applicabte 


See Note A. 


This is a Rate 


Association 


Note A 


when a windstorm loss occurs 




Service 


of Insurance 




12 hours t)efore or 12 hours 




Organizatton. This 


Services 




after a Category 2 hurricane, 




deductible may be 


(AAIS) 




as determined by the National 




used by member 


R97005021 




Weather Service, makes 




companies that 


11/1/98 








adopt this filing. 


Allstate 


5% 


The deductible is applicable 


Staten 


A 7% hurricane 


R96002573 




to a windstorm loss that 


Island. 


deductible is 


7/21/97 




occurs during the following 


Bronx 


available on an 






time period: a) beginning 24 


Queens. 


optional basis to 






hours pnor to the time that a 


NewYoric. 


the insured. 






one minute average 


Brooklyn. 








sustained wind speed 


Nassau and 








exceeding 100 mile per hour 


Suffolk. 








at an altitude of 1 meters 










above any part of NYS during 










a hurricane, as estimated by 










the Natk>nal Hurricane 










Center; b) during the duratwn 










of such hurricane; and c) 










ending 12 hours after the last 










time the Natk>nal Hurricane 










Center declares that the 










hurricane has been 










downgraded to a tropk»l 










storm. 






Chut)b 


5% mandatory 


Category 1 hurricane Trigger. 


Nassau and 


Hurricane 




hurricane 




Suffolk. 


deductibte capped 




deduclit>letobe 






at $50,000 The 










insured has the 




mite on tne North 






option of installing 




Shore of Nassau 






an approved 




& Suffolk & up to 






windstorm 




SmMesonthe 






pfotedion in 




South Shore of 






accordance with 




Nassau and 










SuflWk. The 






thereby eHminating 




remainder of 






this hurricane 




Nassau & Suffolk 






windstorm 




win receive a 3% 






deductibte. 




hurricane 










dedudibte. 
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Compmtjfy 










FH^NOny 


%tMllCliM«i 


Trlgiii 






AppfOMif '$■ 


• bm§aio^/i 




■^s x^^< Xjs x'^.;S, 


<. •• 


DM 




TiffttQfy ' 


ConuiMMitf 


CIGNA 


3% 


The humcane dedudMe 


Nassau. 


Have a $1500 aH 


Ind6fnnjly & 




applies to windstorm loss that 


Suffolk. 


winddeduct«>le 


Indemnity 




occurs within a period of 12 


Brooklyn. & 


within 2500 ft. from 


Co. of North 




hours t)efore or 12 hours after 


Queens. 


the affected areas. 


America 




the storm which caused the 




AppiOV9(f Wl Mf 


R97000645 










3/1/97 




in NYS as declared the 
National Weather Service to 
t)e category 1^,3,4 or 5 
hurricane. 






CIGNA - 


3% 


category 1 or higher hurricane 


appHcatile 


Optk>nal5% 


applicable to 






within 2500 


hurricane 


the rest of 






feet of an 


deduclitile is 


the 






ocean. 


avaHsblo. Currently 


companies 






sound, t>ay 


Cigna has on file 


other than 






or similar 


with the Dept, a 


those 






txxiyof 


Special U Program 


approved for 






water in the 


whtehprovkJesfor 


the Special 






fdtowing 


a mandatory 3% 


l^xtg Island 






counties: 


hurricane 


Program 






Nassau and 


deductl>letot)e 


R97004459 






Suflbk 


appNcableinU. 


1/16/98 






Kings. 
Queens. . 
Richmond. 
Westchester 
and Bronx 


Brooklyn and 
Queens; a $1500 
alwinddsductUe 

tobei^ipicable 
with in 2500 feet 
from the 8lK)rs and 
an optional 5% 
humcane. The 
Special U Program 
Is approved for only 
2ofCigna*s 
oompanies: 
hidenin% 
Insiifmoe 
CompMiy Of North 
AmwfcaandClgni 
IndMiinl^ 
Insiifanoe 
ComDMHf 


CiMndon 


OpIIOfMl 


TriggerlsacMsgocy2 


AviMMe 




R96003006 


hufrteaiw 




onytorthe 




wis/9e 


dsduLimes, 

ranolnoffom2%. 

5%&10%. 


NYS. 


aieaa 


wMillii.1M. 
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\^ t r^'^'^sxi^ 


-^^%^^'^1«ggBr .? 


. ^^ V v't "^ 


{ 




I^SlJi 


^^^^idHoM^isafipi^^ : 


T«ffllory 


CcNiunwils 


CNA 


5% for risks 


Categoryl or higher 


Brooklyn. 


Higher hurricane 


Companies 


located 1 mile or 


hunfoane as designaled by 


Queens. 


deducttotosmaybe 


R96002456. 


less from the 


the Natfonal Weather Sefvice. 


»a« ^-1 m. 

wesicnesier 


elected on an 


7. 


shore; 2% for risk 


at the time it impacts 


.Nassau. 


opttonal basis. 


andS 






Suffolk. 




3nV97 


than 1 mNe txit 
less than 5 miles 
from the shore; 
1% for risks 
tocatedmoie 
than 5 miles from 
the shore within 
the entire coastal 
aiea. 




Bronx. 
Richmond. 
&NewYork 
counties. 




Colonial 


See Note A. 


The deductible is appNcable 


See Note A. 




Ponn 




to a windstorm toes if. 






R94002511 




according to the Natfonai 






& 




Weather Servfoe. a Categofy 






R94002536 




2. 3. 4 or 5 hurricane makes 






1/30/95 




State within 12 hours before 
or 12 hours after windstorm 
toss. 






Commaictal 


See Note A. 


The deduclibte is typicabto 


See Note A. 




Union 




to a windstorm toes if. 






R96002138 




according to the Natfonal 






07/31/96 




State within 12 hours before 
or 12 hours after wrindstorm 
toss. 






Rrsman*s 


2%or1%. 


The dedudfoto apples to 


MMidaiory 


Opltontf2%5% 


Fund 






2% tor 


and10%huntoane 






^eMher a) a Category 1 or 


Nassau and 


dedudtoteeare 






higher hurricane making 


SuMl 


awaMble. 






landfalinNYS.orb)a 


MMidaiory 










1% tor SI. 








outride of NYS. but whtoti is 


Queena.& 








aMinsiea oy me NaDonai 


Brooklyn. 








WealherSeivtoetobea 










Caiigofy1orN0har 




















•raa wmn NYS in wNch the 










loeseeo^ur. 
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Comfiany* 


iMMfMlOII 

Dwelffna 


Trigger 

48ducM)leit«fjpiicabte) 


Teffitwv 


Commente 


General 
Accident 
R94003043 
1/18/95 


See note A. 


The deductible Is applicat)le 
to windstorm loss to covered 
property, that occurs within a 
period of 12 hours before or 
12 hours after the storm 
which caused the loss makes 

State as declared to be a 
Category 2. 3. 4 or 5 
hurricane by the National 
Weather Service. 


See Note A. 




Hartford 

R97000014 

03/97 


5%. 


The hurricane deductible 
applies to windstomn loss that 
occurs within a period of 12 
houre before or 12 houre after 
the storm which caused the 
loss makes landfall anywhere 
in NYS as declared by the 
National Weather Servtee to 
be a category 1.2.3.4 or 5 
hurricane. 


Entire 

coastal area 
(NoteA) 
except for 
the Bronx 
and 

Counties. 


Renewal business 

tobuybacktothe 
expiring current 
polk:y deductible. 


Insurance 
Services 
Organization 
(ISO) 


Optional. See 
NoteA 


The deductible is appltoable 

12 hours before or 12 hours 
after a Category 2 hurricane. 
as determined by the Natk>nal 
Weather Servtee. makes 
landfall anywhere in NYS. 


See Note A. 


This is a Rate 
SeAf«e 

Organizatton. This 
deductible may be 
used by member 
companies wfx) 
adopt this filing. 


Lancer 

R93004181 

12/28/93 


See Note A. 


ThedeductDleshanbe 
activated only in the event a 
Category 2 Storm, as defined 
by the National Weather 
Servtee, makes landfall within 

the Stale of New York and 
shaH apply only to tosses as a 
result of that storm for 
damage and losscoversd 
imdttr the DMfl of wtodstami 


See Note A. 




Merchants 
Mutual 
R94001257 
8/1/94 


dedudUewith 

Ihtexciplionofa 

maqdatoty$500 

windaloiiii 

dedudUeforthe 


Does not have a mandatory 
iHimcane ooaumoiet 
however, has a mandatory 
$500 al wind dsduGObto. 


Kings. 
Qusens.U, 
81. 

Westchester 
, and BfOTOL 


$2000 mandatory 

deductfWe 
appNcflbtetoC- 
MappoNdesonly. 
Company has not 

flNno. 
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Territory 


temmonts 


Metropolitan 


The policy 


The deductible is applicable 


SI. Queens. 


Base premkim for 


Property & 


deductit>le is 


toalosscausedbya 


Bronx. 


the affected 


Casualty 


mandatory and 


hurricane windstorm. A 


Brooklyn. 


territories does not 


R96004067 


an optional 2% 


hurricane wirtdstorm means a 


Nassau, and 


inckJde hurricane 


12/31/96 


and 5% 




Suffolk. 


windstorm 




Hurricane 


winds along its path, which is 




coverage. It must 




deductible is 


identified and recorded as a 




be added fora 




available. 


hurricane by the National 
Hurricane Center or any 
agency responsible for 
identifying and recording 
hurricanes. 




charge. The 
surcharge factors 
vary depending 
upon the territory 
and the amount of 

poltoy deductible is 
mandatory and an 
optional 2% and 
5% Hurricane 
deductible is 
available. 


National 


1% 


The deductible is applicable 


USouth 
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lo a windstorm loss that 


Shore. 




R95000785 




occurs within a period of 12 


Bklyn. 




1/17/96 




hours before or 12 hours after 
the storm, which caused the 
loss, makes landfall anywhere 
in New York State as 
declared Categoiy 2. 3. 4 or 5 
hurncanebytheNatk)nai 
Weather Sennce. 


Queens. SI. 

andU 

forks. 




Nationwide 


2% 


The deductible applies in the 


Bronx, 


nigner nufncane 


R96002213 




event of a loss caused by any 


Kings. NY. 


deductibles may t)e 
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one storm declared to be a 


Queens. 
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Counties. 








NYS while It is a hurricane or 
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by ihtNattonal Hurricane 










ueniefTTropical rreoiciion 










Center, until it is no k>ngera 
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Appendix B 

Tapping the Capital llarkets, Securitising Insurance Risk 
Summaries of srtides from the insurance and business press on the growth of 
capital markets ss an alternative to traditionai reinsurance for catastrophic risics 

(Compiled by the Reinsurance Association of America) 

January 1998 

Business Insumnce reported that purchasers of a watershed catastrophe t)ond deal, 
sold in June of 1997. will realize large returns. This is good news for the cat k)ond 
market and will have a positive effect for investors in1998. According to Richard L 
Sandor. chairman of Hedge Rnancial Products Inc. In Chicago, "[t]he risk securitization 
market is In maturatton." Signs of the maturation are: new cat bonds, more investment 
t)anks entering to unden^e the Issues, and new players in insurance derivatives. Mr. 
Sandor noted that the market is "seeing a resounding growth in (the risk of 
securitization) maricet. and we are also seeing a set of investors that have done well." 
He expects this pattern to continue in 1998. Business insurance January 5, 1998. 

The Chicago Board of Trade (CBOT) expects to receive authorizatk>n to launch 
insurance option contracts whteh will cover individual catastrophes rather than 
aggregate Insurance tosses. Traders will be able to buy and sell contracts covering 
earthquakes, atmospheric events, and all perils." These contracts wiH cover nine 
regtons: nattonal USA. northeast, east, southeast, mkJwest, west. California. Texas, and 
Fk>rida. Reinsurance Market Update Reports, January 7. 1998. 

Accordirig to a Business WeeicarMe some $900 million worth of CAT bonds have 
been sokl in the last 13 months. Analysts expect $2 billion to $5 bHikm in new 
catastrophe bonds to be issued In 1998. Business Weeic, January 26, 1998. 

February 1998 

"First Boston. QoMman Sachs & Co., Merrill Lynch & Co., Morgan Stanley Dean 
Witter, and Sakxnon Smith Bamey have depk)yed teams of investment bankers and 
traders to devek)p the cat bond martcet' The teams are being assisted by statisticians, 
meteorok)9i8t8 and geok>gi8t8 who are responsible for assessing the risks attributed to 
earthquakes, hurricanes, and other natural dteasters. According to Jon Barry, 
Investment banker at Sak)mon SmNh Bamey, cat bonds are becoming a core source of 
profitabiity for many of the mafor investment banks. Mr. Barry predtels that within five 
years, issues of cat bonds wM reach between $50 to $100 bHfion. New York Business, 
Febniary 16, 1998. 
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march 1998 



Over the past few years, the Chicago Board of Trade, the Catastrophe Risk Exchange 
and the Bermuda Commodities Exchange have developed new risit trading facilities. 
However. Steve Bolland. senior vice president of Gill & Roeser, stated that although the 
new facilities are %vorthwhile and have a very valid position in the marlcetplace. at the 
moment there is little need for them." The new facilities were created at a time when 
the marlcet was tight, but now prices are down. Thus, the k)est place to ok>tain 
reinsurance is through the traditional markets because rates are down, there is much 
flexibility and there is a better system of accounting. National Underwriter, March 9, 
1998. 

A proposed amendment to Bermuda's Insurance Act of 1978 may set the future 
standards for the securitization of insurance risk. According to Thomas C. Heise. 
president of the Pembroke, a Bermuda-based insurance risk market. Ihe Insurance 
Amendment of 1998 would allow for the fomnation of special-purpose vehicles designed 
to sell insurance-linked derivatives, such as catastrophe bonds." National Underwriter, 
March 9. 1998. 

"Centre Solutions Ltd. has attained retrocessional capacity against Florkta hurricanes 
through an $83.6 millbn securitization led by Goldman Sachs." This is the first deal of 
1998 which bypasses the reinsurance market and tums to the wkier capital markets to 
provide catastrophe protection. USAA is expected to make a $477 million deal later in 
the year. According to Richard Trimbrell. head of Centre Risk Advisors, "the cat bond 
will help Centre Solutions offer bng-temi stability to its customers in the event of a 
capacity crunch and price increase after a large toss." National Underwriter, March 16, 
1998; Business Insurance, March 16. 1998. 

The Business Insurance reports that many companies with large catastrophe exposures 
forego seeking coverage in the traditional markets because the companies are unable 
to obtain the limits they need. According to Morton N. l.ane. president of Sedgwick 
Lane Rnancial L.L.C. in Chicago, the capital markets are becoming quite attractive and 
predtets that there will be a move into these markets within the next 12 months. 
Business Insurance, March 16, 1998. 

Accordkig to a risk management consultant, "[p]roducer-driven risk financial vehk^les 
covering the risks of small, 'Main Streef accounts, represent the largest potential 
source of growth for the aKemative market." Polteies under $25 millkHi a year in 
premkjms are an untapped source of business for the altemative market Mk^hael 
Mhjrphy. pr^^dentof RiskCap, a Denver Cotorado based risk management firm, noted 
that the altemative market is composed of "small markets and smaller mkkile-market 
commercial insureds with ktentk:al or similar risks who have been grouped together in 
large bk)cks of premium volume in order to create profit opportunities for the owners of 
the books of business.' National Underwriter, March 23. 1998. 
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April 1998 



Reactions reported that Ihe death of the oat bond has been greatly exaggerated. 
Neither the traditionalists' skepticism nor a persistently soft market have dampened 
issuers' enthusiasm." Also, it was reported that there are new initiatives by banks and 
insurers to fomi dedk»ted units to sell catastrophe insurance bonds. Reactions, April 
1998. 

According to Tal P. Picckme, chair and chief executive officer of US Re Companies, 
1raditk>nal reinsurance is becomirig in many respects a commodity market as 
competitk)n is focused increasingly on price. Reinsurance professionals also are 
keenly aware that more than a third of ail commercial property premium in the United 
States is flowing to the alternative insurance market" National Unden^riter, April 6. 
1998. 

Best /70i^M' reported that the insurance backed investment, known as risk 
securitizatk>n, may be boomirig in the foreseeable future. "A fiuny of important 
transactions occurred in 1997, and investment bankers say to expect more in the 
coming quarter. Ten or more deals are expected this year." The 1997 transactions 
each targeted different investor groups and showed new possibilities for securitized 
insurance risk. The participants in the 1997 deals stated that given the existence of a 
soft market for reinsurance, the selling of risks through bonds did not save them any 
money. However, for some insurers securitizing will build a track record that can be 
used for leverage if coverage becomes difficult to obtain. Yahoo Finance Business 
Wire, AprU 10, 1996, 

Mitsui Marine & Fire Insurance Co. Ltd. has received $30 million in earthquake 
reinsurance coverage t)acked by an "event-linked swap transactkm" an^iiged by Swiss 
Re Capital Markets. The swap transactkNi involves the exchange of premium flows 
from Swiss Re to in8titutk)nal investors, unlike securitized transactkNfis which generally 
involve capitalizing a spedal purpose vehicle or insurer through the issuance of 
securities. National Underwriter, April 20. 1998. 

American lntematk)nal Group. Inc. (AIQ) has announced that A[G Risk Finance, a 
diviskxi of AIG, wM be offering a new riskfinandng program that wM "help companies 
minimize the negative eaminge per share knpaci of weather relaled events." The 
program is entitled Snow, Temperature, and Raki Management (STORM). STORM is a 
program that combines adverse weather results wHh economic tosses. "STORM 
programs aia taigeted to companies wHh seasonal eamlngs/revenues or fixed or 
seasonable expenditures subject to weather relaled events; companies with an 
attendance-driven revenue base affected by adverse weather, or companies with fixed 
seasonal budgets and expendMures." American tmerrmtionai Group, Inc. Press 
Release, Afi^ 27, ^99S. 
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may 1998 

According to Duff & Phelps Credit Rating Co. (DCR), the catastrophe market is due for 
an expansion in the next few years which should amount to multi t)lllion annual 
issuances by the tum of the century. DCR has noted increased acceptance of cat 
bonds by both insurers and investors as evidenced by the $1.4 billion in cat bonds 
issues in recent years. Yahoo Finance PR Newswire, May 5, 1998. 

The National UnderwriterrB^r\e6 that 1997 was a tremendous year for the insurance 
securitization market due to the capital markets' acceptance of over $1 billion of 
insurance risk. "Several key cat bond transactions, including those by USAA, Swiss Re, 
Winterthur and Tokk) Marine, have opened the door to future capital market activity, 
and new securitization deals are now in progress." National Underwriter, May 1998. 

June 1998 

Swiss Reinsurance Co., Zurich, Switzerland, has completed two major capital market 
transactions. The first involved a private placement on the European market of 1 ,01 
million Swiss francs ($1 - 1.472) in a so-called hybrid capital deal. The second 
transaction was undertaken by Swiss Re Finance whk:h "fk>ated a 1 .25% exchangeable 
bond issue of 925 Dutch guikJers ($1 s 1 .991 ), with a five year term. Best Weeic, June 
1,1998. 

Goldman Sachs has set up a reinsurer, Arrow Re, located in Bermuda which wlH act as 
an interface between insurance and reinsurance cfients and the capital markets. 
GoMman will place all the risks it possesses in the capital markets. "Arrow Re is 
designed to brkJge the gap in demand which exists between capital markets' investors' 
growing appetite for insurance risk and the number of securitised transactk)ns being 
done." The new company plans on conducting its business by using a reinsurance 
contract in order to maintain the same f omi and process as the traditk)nal market, but it 
will also access the capital markets to offset these risks. Reactions, ^une^%9^, 

Reliance Natk)nal purchased an option to cover itself against any potential increases in 
reinsurance rates in the event of a series of catastrophes. The opIkNi was issued by 
Sedgwick Lane Financial and is the first of Hs kind In the insurance industry. Theoptkm 
altows Reliance to buy reinsurance coverage, at a fixed price, if the rates go up as a 
result of several large k)88es. However, if the rates soften then IManoe can forego the 
optkm and buy coverage from the tradttkNial market The classes of risk covered by the 
optkm are: US propetty, property In the rest of the worM, aviatton, marine drilHng rigs 
and satellite launch falure. AilMcMifM; June 1998. 

Chubb Insurance Go. of Europe, announced a new unit to stifvioe aHemalive risk 
programs for European dents. The company has formed an alanoewilh the 
acoounling firm of Ernst & Young, \MAK)8e consultants wM provMe inlegrMed risk 
assessment and Chubb wM set up a specialist reinsurance company to assist in 
provkfing allemale risk programs. aM8Sf>i0iss/nscif8nc9June15, 1998. 
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According to John Nichols, managing director of risk finance for AIG Europe (UK) Ltd.. 
the capital markets will be used regularly in a complimentary role to the traditional 
markets, rather than replacing them. The capital markets will be used to hedge against 
catastrophe exposures and Mr. Nichols predicts that the use of these markets will grow 
in the future. He notes that capital markets will play a role in the market because 
potential losses from catastrophe risks in the United States and globally far exceeds the 
insurance industry coverage currently available. Business Insurance, June 15, 1998. 

Lehman Brothers Holding Inc. has created a reinsurance subsidiary with $500 million in 
capital in the Bemiudian market The subsidiary. Lehman Re Ltd., will channel 
insurance and reinsurance risks to the capital markets through securitization or 
structured derivative products. Lehman Re will initially cover finite risk and other 
financial coverages; property catastrophe reinsurance; political risk and trade credit 
reinsurance; and life reinsurance. Most of Lehman's business will be handled through 
agents and will offer coverage in the traditional manner. According to Michael Gelband, 
the reinsurance unif s president, Lehman Re will be at the forefront of the convergence 
of the insurance and capital market. Business Insurance, June 22, 1998; The National 
Underwriter, June 22. 1998. 

United Services Automobile Association has acquired $450 million in catastrophe 
reinsurance from Residential Reinsurance Ltd., Cayman Islands. The transaction was 
funded by hurricane-linked bonds with a life of 1 1 )& months that will pay an annualized 
yieM of 400 basis points. Best Week, June 22. 1998. 

Yasuda Rre & Marine Insurance Co. Ltd., a Japanese domiciliary, secured $80 milHon 
in reinsurance for typhoon exposures from Pacific Re Ltd. a Cayman Islands domicQed 
special purpose vehicle. The notes were anrartged and brought to the market by Aon 
CapitalMarketslnc.. a subsidiary of Aon Corporation. Business Insurance, ^\xne2%, 
1998. 

July 1998 

Anrterican Re Corporation announced the fomnatkMi of American Re Capital Markets 
Inc. which will work in cortjunction with American Re-Insurance Co. This new entity win 
provide its customers with integrated solutions for mitigating risks in the financial 
markets and be a leading provider of aKenrmtive risk management sokjtions. InMaHy, 
Amertean Re Capital Markets will focus on the weather derivatives mairfcet, protecting 
both buyers and sellers off weather-dependent products and sen/ices against significafit 
Ihjctuations in weather Qonditiohs. 77>0«AMima^ofav7V7i0/o9,July27, 1998. 

Enron Corp. is in the process off creating an "over-the-counter trading market in weather 
risk management" This would attow corporatkms and individual speculators to make 
cakxjiated predictk)ns on the weather. For example, a company v^K)8e business is 
dependent on a hot summer couM hedge with a bet on a miM summer. SwissRe 
America: Marketing Notes, July 1 998. 
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August 1998 



AXA and Paribas, a French Bank, have structured a catastrophe option to cover the 
Califomian earthquake risks of an unidentified US insurer. According to Marc RomarK), 
chaimnan of the AXA/Paribas joint venture, the amount of the option is estimated at 
around $50 miliion. /7(9ac//cv7s; August 1998. 

Zurich Group arMJ Swiss Re have entered into an insurance transaction that will provide 
$800 million of environmental liability overage to Hanson pic, a London-based 
international building materials company. The transactk)n provkles coverage on 200 
sites in the United States of the former Koppers Co. operattons of Beazer pic relating to 
environmental and roof product liabilities. This transaction will k)wer the cost of 
transfening the funding of environmental liabilities from $275 millk>n to $155 million. 
Best WeeK August 10, 1998. 

Swiss Reinsurance Co. has created a basis swap with a New Yortc reinsurance 
company for US windstomn damage. The transactk>n involves the use of capital maricet 
techniques, but not the capital maricets themselves. According to Gall Belonsky, 
director of Swiss Re New Maricets in New Yoric, the swap offers the reinsurer a k)wer 
premium than a standard catastrophe reinsurance program. "In this deal Swiss Re 
looks to the New Yori( reinsurer for payment if industry k>sses exceed their trigger, but 
in the future Swiss Re could also kx>k to other reinsurers or to the capital maricets." 
Business Insurance, August 31 , 1998. 



S9ptmnt}0r 1998 

The Journal of Commerce reports that the F&G Re's completed deal wHh QokJman 
Sachs and E.W. Blanch Ca^ Maricets will benefit Mosak: Re, an offshore firm that 
provkles reinsurance on F&G Re's products. The deal is a single tranche, popular - at - 
risk deal similar to USAA's June 15 deal. The cat bond will protect Ft and Re from U.S. 
earthquake and hurricane tosses of $20-75 millkm. Journal <^ Commerce, September 
4,1998. 

Decembef 1998 

CNA has issued $200 milOon of 6.6 percent notes due December 2008. GoMman 
Sachs is the lead manager, and Lehman Brothers the co-manager for the issue. The 
net proceeds wW be used for general corporate purposes. (1998) 
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Appendix C 



Appendix C is a report, "Hurricane Loss Analysis-Homeowners," prepared by 

Applied Insurance Research. The report, which runs from page 77 through page 

92, is available from our Studies and Reports Pegs. Appendix C is also available 

in the hard-copy version which can l>e obtained through the Department's 

Publications Unit (1-800-342-3736). 
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July 30, 1999 

STATEMENT OF REP. RICK LAZIO (R-NY), 

CHAIRMAN, SUBCOMMITTEE ON HOUSING AND 

COMMUNITY OPPORTUNITY 

Thank you, Mr. Chairman. And again, thank you for holding today's 
hearing and for your leadership on this critical issue. 

I must congratulate the Chairman for putting together the balanced 
presentation we will hear today. It is clear that all sides in this debate 
arc being provided a fair opportunity for discourse, and I will continue 
to support this sort of open dialogue. 

Mr. Chairman, the time to deal with the issue of available and 
affordable homeowners' insurance in disaster-prone areas is now. 
Congress has been debating the merits of proposals designed to 
address homeowners' insurance availability for much of this decade. 
^"* Committee has spent considerable time examining the issue over 
® last three years. Last year, we reported out legislation identical to 
the bill before us today with strong support from both sides of the 
aisle. 

^ the simplest terms, our efforts today are about providing greater 
PPortunities for families across America to protect their own homes. 
Many of us here take the ability to insure our homes for granted. But 
1 IS not so easy for working families in Missouri, North Carolina, 
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Texas and other states, not to mention California and Florida. For 
them, the forecasts of more frequent and more forceful storms over the 
next few decades only bring uncertainty and fear of the future. 

Its about people like 87 year-old Mildred O'Shaughnessy whose home 
of 5 1 years was destroyed just last year when Hurricane Georges hit 
Louisiana. Mrs. O'Shaughnessy had been unable to find insurance to 
protect her home. So now, she is forced to rely on her family and 
donations fi'om the community for shelter and the necessities of life. 

Some states have been able to rebuild in the aftermath of natural 
disasters from the early 1 990s. But for the most part, that abiHty has 
been simply a matter of luck. Devastated by $16 billion in insured 
losses from Hurricane Andrew in 1992, the property insurance market 
in Florida collapsed. Since then, Florida has been somewhat 
successful in encouraging the re-expansion of the private market, and 
today can absorb $1 1 billion in insured residential losses. But that 
success has only been possible for one reason — ^Mother Nature has 
spared Florida a major disaster during that time. 

Other Committees have already acted this Congress to address issues 
associated with the rising costs of natural disasters. In March, the 
House passed two separate bill3 designed to address the issue of 
disaster mitigation. 
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The first bill, the "Disaster Mitigation Coordination Act," 
sponsored by Rep. Talent and two Members of this Committee, 
Ms. Velazquez and Ms. Schakowsky, will provide $75 million 
over the next five years to establish a program for making loans 
to small businesses to implement disaster mitigation measures. 

The second bill, the "Disaster Mitigation and Cost Reduction 
Act," sponsored by Rep. Fowler and two other Members of this 
Committee, Mr. Terry and Mr. Sweeney, will provide over $100 
million in grants to States and local governments for predisaster 
mitigation activities. 

So clearly, the House has recognized the importance of mitigation 
efforts in preparing for natural disasters. And as is ^propriate, it is an 
issue being dealt with by the Committees of relevant jurisdiction. 

Our proposal creates an environment where the private market is 
encouraged to re-engage in the business of homeowners' insurance 
across the country. In Subcommittee hearings this Congress, we have 
heard testimony that a more stable and confident private insurance 
market in vulnerable areas of the country would benefit all Americans. 
It is probably true that those living in North Dakota, Montana and 
other similar states would be less affected by our proposal. But that is 
no reason why my constituents in the state of New York, or the 
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constituents in the districts of other Members of this Committee 
should be denied the opportunity to protect their families and homes. 

Since 1983, taxpayers have spent more than $80 billion in Federal 
dollars for disaster relief And it is true that population growth and 
coastal development play a part in the rising costs of natural disasters. 
But it is also true that within the next 10 years, according to the U.S. 
Census Bureau, almost 75% of our population will live within 100 
miles of a United States coastline, regardless of anything we do here 
today. We cannot mandate where families live, and we cannot 
forcefully relocate families living in cities like Miami, New Orleans, 
Seattle, Los Angeles, St. Louis, Memphis, and New York City 

Today, we may hear that there is no longer a lack of available and 
affordable homeowners' insurance. We may also hear that there is an 
overabundance of reinsurance capacity. Tell that to Mrs. 
O'Shaughnessy. Tell that to the hundreds of thousands of families 
who are forced into insurance pools of last resort across the country, 
which in some areas have grown by more than 800% over the last six 
years. 

Mr. Chairman, we could wait to take action until Congress is forced to 
act in the wake of some future earthquake or hurricane, or we could 
proceed deliberately and calmly without the environment of crisis that 
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would accompany a major catastrophe. Mr. Chairman, one way is a 
responsible approach to public policy-making — ^the other is not. 

I strongly urge the Committee to move forward with our proposal in a 
timely manner in the hope that the legislation can be considered on the 
House Floor in September. 

Thank you. 
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¥tBarbiraUg 
For tesotiM ia the record. 



J«ly3«,1999 

Hatmemmers' Imsmramce AvaUMIity Ad of 1999 



Qvestioii to Deputy Secretary of the Treasury Stuart Eizenstat: 

In your testimony, you repeated Secretary Summer's common-sense 
principles about Federal involvement in reinsurance. One of these principles 
is that federal involvement must su pport, nor su pplant, private insurance 
marlcets. 

And that it must l>e partial, applying only to true catastrophes that the 
private market is not capable of handling; and that 

It must l>e strictly transitional, phasing out as private markets develop. 

And the other principle is that Federal involvement must share, not subsidize 
risk. 

One basic principle of the business of insurance, I expect, is to collect a 
snfiGciently large pool of insurees so that the profits from the premiums will 
have the capability of covering expected losses. 

If the private insurance industry does not want to sell insurance to everyone in 
the Urgest pool possible, but cherry-pick, why should the government be left 
to underwrite these policies in order to cover policies sold by the industry as 
well as the uninsured? 
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I have tried to look at this kind of insunince as I would health care. If 
insurance companies could, they would only want to sell health iosuraiice to 
the healthiest and the wealthiest of buyers of health insurance. They would 
screen out people with profiles of costly diseases - and not cover the people 
who would most need health care coverage. Should we, as a society, allow 
medical insurance companies to only cream their customers and sift out the 
poor and the potentially diseased? 

Is disaster Insurance any different? If disaster Insurance for everyone within 
a disaster area Is not sufficiently profitable for the Industry, why shouldn't the 
fovemroent« state or federal, develop an Insurance pool which covers 
ever>*one In an area - thus creating a sound pool of premiums, collect the 
profits, and pay out the losses. 



(1 don^ understand wh> the government should underwrite losMS witlMirt 
receiving some of the premiums.) 



In actuarial tcffms« don^ von think that this wwid work' 
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Rcp.EdRoycc 
HeuingonlLRll 
July 30, 1999 

Mr. Chainnan , I want to commend you for holding diis morning's hearings on 
HJL 21, the Homeowner's Insurance Availability Act of 1999. 1 also want to commend 
Chairman Lazio, the sponsor of this legislation, for focusing the committee's attention on 
the critical issues of catastrophic natural disasters. 

However, ^lile I appreciate Mr. Lazio's intent, I must express my deep concern 
about this legislation, which has the potential to undermine the private marketplace for 
leinsurance. 

Being fiom California, a state that has considerable experience with natural 
disasters, I understttid the concern about catastrophic losses which result fiom 
eaitbquakes, hurricanes and other natural disasters. But I do not believe that diis kind of 
federal disaster reinsurance program is the appropriate way to address diose concerns. 

To begin with, diis legislation would establish so-called *%igger^ levels, or the 
amount of losses above a deductible at which reinsurance offered by the federal 
government would kick in. As we contemplate a federal program of disaster reinsurance, 
it is critically mqwitam that we understttid what the ciqiacity of the private ma^^ 
is, so we can better determine whether such a program would provide coverage that 
competes with, and potentially crowds out the private marke4>lace. 

This legislation is piemised on the view that the supply of reinwrance in the 
private marke4>lace is not adequate to meet the demands of a catastrophic natural 
disaster. But before we decide to turnover to the federal govanment the rok of 
providing reinsunnoe, let's ooosider tfiac reoeot studies indicate tfiac the capacity of the 
private marke^>lace to handle ca ta strop hi cloaaes is fig greater than if cortemplatBd by 
H.R. 21, which sets trigger leveb at S2 bittioo. 

For example, a 1995 study by die U.S. Re Coipontioo which has been cited 
frequently by tins mmpwum as an authoritative aoalyns of the total supply of 
teinsuranoe has now bees updated by a mocfa niofe recent July 1999 study. The U.S. Re 
Coqwratkm's revised analysis soiggests that fiv mocfa of die ooiaMiy, capacity has more 
than doiMed fiom S7 billioB to $14 billioB per region since the 19^ report was 
produced. 



A smilaf condBswn was rr ached bi a study by Renatsaance Reinsurmoe, w^ 
the increased capacity for Califofnia pegged at $11 billion. In addition, bodi reports 

r IS availane from oQier fonns of renamanoe ngiccnifBti 
t new capital to the laUe by 
r ridL Taken lofedKr, there if doaer to $20 billion of 
s avadMe per region, fifMficantly greater capacity than the omdaied 1 
upon which uiif K^pslalion if baaed. 
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These numbers are significant because they help to illustrate the fact that the 
private marketplace for reinsurance has grown significantly in recent years, and is much 
better prepared to haiKile catastrophic natural disasters. Indeed, as a third study conducted 
by the Wharton school and published just two weeks ago, concluded, "^the gaps in 
catastrophic risk financing are presently not sufficient to justify Federal government 
intervention in private insurance markets in the form of catastrophe reinsurance.** 

A massive new federal disaster program would only hinder further innovation and growth 
in the private sector, potentially pushing out private reinsurance companies and leaving 
the taxpayer with much greater liability. 
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TMP.PIcdon> 



July 28, 1999 



p^CTiTBSffnttfivft Jim TiffliCii 
2186 Raybum House 
Office BuikUng 
Wasfaiii8ton,DC20SI5 

RE: Cattstrophe Excea of Lom Reinwinmce Aviihbtlijy in the U.SA. 

I^Sir 

U.S. RE Coipontkm is pleased that U has beea cited in the July 23^ 
1999 memonndiun fiom die Majorily Staff to the L^gislati^ 
Assistants' C ^ g^ H ii i ft^ on )f^* ffl l"" ft and Financial ScnrieeSk This 
memorandum discussn catastmphe exposwcs and we presume data 
contained tbersin will be discussed at the hearing of July 30* 1999 on 
HR^l, The Homeowners Insunnoe AYaOabili^ Act of 1999. 

In the finirth patagE^ of the Mdnoiandum, it mentions that U^ RE 
has publicly sttfed dnt die total supply of available leinsnnnce in any 
single region ofdie United SttfM is qiproximatdyS? billion We 
wish to point out dttt dns infinnation is now substntiaUy outdated, as 
it was based on an analysia our company perfivmed in 199SM. Since 
dien, die capacity ftr catastrophe reittsnnnce protection hu gmwn 
dnmatically. In &ct, based upon an analysis we have just completed, 
we estimate diat die cataalrapbB roittsunnce capacity for ioor of die 
key regions of die U^.A has now more dian doubled, as fbOows: 

North East S13.0-14.0.Bmidn ^ 

Carolmas S12J - 13.5 BOUoii 

SoudiEast S13.0- 14.0 Billion ^^ 

Gulf A Texas S14J - 15.0 Billion 

We endoae copies of our exhibit which reflects diis revised analysis 
ibr your convenience. We would ah» like to pobit out that based 
upon our estimate, die afbrementioned amounts can be mcreased by as 



aia»eos*ssoo Rwsifaos* 

IMclTSOST USREOOIW 
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Renaissance Reinsurance Ltd. 
Renaissance House, East Broadway 
1>.0. Box HM 2527 
Hamilton HMGX Bermuda 
Phone: (441)-295-4513 
Fax: (441)-292-9453 



DATE: June 11, 1999 time.- 4:31 PM 

TO: Frank Nutter company: RAA 

FROM: Bill Riker, President & COO , 
Re: Reinsanmce Catastrophe Capacity 

Dear Frank, 



Thank you for inquiring about our views on the available catastrophe capacity by region 
in the United States. As you know. Renaissance Re is one of the largest catastrophe 
writers in the world. As part of this activity we maintain an exhaustive database of all 
catastrophe offerings we consider and pride our selves in having the most comprehensive 
database of catastrophe cover actually purchased in the U.S. 

We run a variety of probabilistic models against this database of catastrophe contracts to 
determine and understand the dynamics of the risk in the market Up until now* we have 
maintained this information as proprietary to ourselves, but at your request, we are 
willing to release a certain amount of the information we have assembled. If must be 
understood that the information is our best attempt to model the reinsurance business and 
is subject to some degree of interpretatioiL 

Attached is an exhibit, which outlines the capacity available by major risk territory in the 
US. To clarify, this is the actual amount we calculate would be paid by the reinsurance 
market in very large events. 

Total Maximum ryovefabte in an Event (miHions) 
Region Cat XOL Purchased 

Northeast 14.000 

Southeast 13.000 

Calffdmia 11.000 

New Madrid 14.500 



^ CAT XOL - Natural catastrophe Excess of loss reinsurance provides a defined hmit of 
coverage that indenmifies the company above a specified loss amount 

As you can see, our data indicates there is about $14 billion in cspadty per event by 
region currently purchased be the primary insurance market at this time. We also believe 
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oofnpsMCS kswe dpcid&d to idwi fkc risk on llmr own bolHioe sliedSk Also iliciit is 

wAdkkmak vuKu r mKC fH0te a ^ 

proportional, l k,<i lut i we ood per cist qcoess of loss reiiBiK»w^ Mote 

researcfa needs to be done to asoertam die amount of additional reinsmnoe protection 

from these prodncfs. but we believe riiese products add about 40% moce potential 

recovety. 



Total Maximum Recoverable 




Cat XOL Fun::fiaseil 
(~J $14,000 
!■ $13,000 

I 1 $14,500 

BH $11,000 
rPi Non-Cat 



Thank you for your inquiry and hope you find this information helpftil. 



Best regards. 



William 1. Riker 
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Can iBSuneffs Pajr For Hie *9ig One^ 
MessariBC Tlie Capacity of the iBSoruice Mariwt to Rcspood to a^^ 

J. David Cummhis. Neif Dobeity, and Anita Lo 
July 14. 1999 

Abstract 

lUs paper presents a theoretical and empirical analysis of the capacity of the U.S. property-liability insurance 
jnduttry to finance major catastrophic property losses. The topic is important because catastrophic events such 
IS the Northridge earthquake and Hurricane Andrew have raised questions about the ability of the insurance 
industry to respond to the **Big One,** usually defined as a hurricane or earthquake in the S 100 billion range. At 
&st glance, the U.S. property-liabtlity insurance industry, with equity capital of more than S300 billion, should 
be able to sustain a loss of this magnitude. However, the reality could be different: depending on the distribution 
of damage and the spread of coverage as well as the correlations between insurer losses and industry losses. 
Thus, the prospect of a mega catastrophe brings the real dueat of widespread insurance failures and unpaid 
i claims. 



Our dieoretical analysis takes as its starting point die well4cnown article by Borch (1962), which shows that die 
Pueto opdntal result in a market characterized by risk averse insurers is for each insurer to hold a proportion of 
the "market portfolio** of insurance contracts. Each insurer pays a proportion of total industry losses: and the 
industry behaves as a single firm, paying 100 percent of losses up to die point where industry net premiums and 
equity are exhausted. Borch*s theorem gives rise to a natural definition of industry capacity as the amount of 
industry resources that are deliverable conditional on an industry loss of a given size. In our theoretical analysis, 
we show that the necessary condition for industry capacity to be maximized is that all insurers hold a 
proportionate share of the industry underwriting portfolio. The sufficient condition for capacity maximization, 
given a level of total resources in the industry, is for all insurers to hokl a net of reinsurance underwriting 
poctfolia which is perfecdy correlated with aggregate industry losses. Based on these theoretical results, we 
derive an option-like model of insurer responses to catastrophes, leading to an insurer response-function where 
the total payout, conditional on total industry losses, is a function of die industry and company expected losses, 
industry and company standard deviations of losses, company net worth, and the correlation between industry 
aad company losses. The industry response fiuiction is obtained by summing die company response functions, 
giving the capacity of the industry to respond to losses of various magnitudes. 

Veutilize 1997 insurer financial statement data to estimate die capacity of die industry to respond to catastrophic 
losses. Two samples of insurers are utilized - a national sample, to measure die capacity of die industry as a 
whole to respond to a national event, and a Rorida sample, to measure die capacity of die industry to respond 
ID a Rorida hurricane. The empirical analysis estimates the capacity of the imfaistry to bear losses ranging from 
the expected value of loss up to a loss equal to total company resources. We develop a measure of industry 
^iciency equal to the diffierence between the loss that would be paid if the industry acts as a single firm and the 
acmal estinnted payment based on our option model. 

The results indicate that national industry efficiency ranges from about 78 to 85 percent, based on catastrophe 
losses ranging from zero to $300 billion, and from 70 to 77 percent, based on catastrophe losses ranging firom 
S200 to $300 billion. The industry has more than adequate capacity to pay for catastrophes of moderate size. 
Eg., based on both the national and Rorida samples, the industry could piQf at least 98.6 percent of a $20 billioo 
cMastr oph e . For a catastrophe of $100 billion, the industry could pay at least 92.8 percent. However, even if 
iBDSt tosses would be paid for an event of diis magnitude, a significant number of insolvencies woukl occur, 
dhnipfing the normal functioning of the msunnoe market, not only for property msorance but also for odwr 
cover^es. 
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We also ccmipare the capadty of the tndDstiy to respond to catastro^^ 1997ca|malizatiaolevds 

with its capacity based oo 1991 capitalization levels. The comparison is mocivaied by die shaip increase in 
capitalization following Ibimcane Andrew and the Nbrdvidge earthquake. In 1991, the indusoty had $0.88 in 
equity capital per dollar of mconed losses, whereas in 19^ diis ratio had increased to $1J6. Capacity results 
based on our model indicate a dramatic increase in capacity between 1991 and 1997. For a catastrophe of $100 
billion,ourtowerboundestimateofindnstry capacitym 1991 is only 79.6 percent, based on die national sample, 
compared to 92.8 percent m 1997. For the Florida sample, we estimate diat insurers could have paid at least 72.2 
percent ofa$100 billion catastrophe in 199 land 89.7 percent in 1997. Thus, the industry is chsvly ranch better 
capitalized now dian it was prior to Andrew. 

The results suggest diat die gaps m catastrophic risk financing are presendy nst sufficient to justify Federal 
government intervention in private insurance markets m die formofFederaUy sponsoredcatastrophe reinsurance. 
However, even though die faidustry cou M a d eq ua te ly fund die **Big One,"doing so wouki disrupt die functioning 
ofmsurance markets and cause price increases for all types of property-liability insunuice. Thus, it appean that 
diere is stiU a gap in capacity that provkles a role for privately and publicly traded catastrophic loss derivative 
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Can iBsareffS Pajr For The *ili8 One^ 

Mcasaring Hie Capacity of the Insannce Market to Respond 

to Catastrophic Losses 

J. David Cummins, Neil Doherty, and Anita Lo 

July 14, 1999 

1. Introduction 

Catastrophic events such as the Northridge earthquake and Hurricane Andrew each cost the insurance 

industry in excess of S 10 billion. While most insured losses were paid, each event resulted in insurer insolvencies 

and ilhistrate the potential stress facing msurance maricets. Andrew, which cost the insurance industry about $17 

billion,' would have been much more severe had its path veered slightly to hit Miami. Moreover, scenarios 

constructed by catastrophe modelers suggest the feasibility of a $76 billion hurricane in Florida, a S21 billion 

Northeast hurricane, a S72 billion California earthquake and a SlOl billion New Madrid eanhquake.- At first 

glance, it might appear that the insurance industry would be available to pay for such mega catastrophes. The 

U.S. property liability insurance industry's equity capital, is somewhat over $300 billion. This capital is 

potennaliy available to pay for losses which exceed the reserves (established for their payment from ptemhuns). 

However, the reality would be difTerent: depending on the distribution of damage and the spread of coverage, 

many insurers would become insolvent^ Technically, this problem should be solved by the state operated 



'Source Property Claims Services of the American Insurance Services Group. 

^These figures relate only to the insured damage. The total damage would be higher. For 
hurricane losses a substantial portion of total losses is likely to be insured. However, for earthquake 
losses, many propeities are not insured and others carry hi^ deductibles. Thus, for earthquake losses the 
total societal loss could be mnltiples of this estimate. These figures were produced in a study by Risk 
Management Solutions (2 J.95) though similar *1»ilparlc~ figures are being produced in other studies. 

'Insurers can spread their liabilities to odier insurers duough reinsurance, hi principle, die effects 
of catastrophes can be spread dirough die worldwide reinsurance maikeL hi practice die available 
capacity of reinsurers is limited even though it has increased significandy since Hurricane Andrew. 
Although estimates vary, it seems clear that a substantial gap exists between existing reinsurance 
coverage and a catastrophic loss exceeding die $15-20 billioniange. For example, Swiss Re (1997) 
estimated diat reinsurers would pay 39 percent of a U.S. one-m-lOO-year catastrophe loss such as a $56 
billion hurricane or a $65 billion eaithcpiake m California. The Swiss Re study estimated a woridwide 
total of $53 billion m catastrophe excess of loss remsuranoeuiptooe in 1997. The reins ur a nce brokenge 
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insurance guaranty fiinds which re-allocate defaulted liabilities among solvent insurers. But these only operate 
within small limits/ and even this burden would stretch the already strained resources of surviving insurers. 
Thus, the prospect of a mega catastrophe brings the real direat of widespread insurance faihues and unpaid 
msurance claims. Moreover, surviving insurers would be so depleted of surplus, and thus over-levered, they 
would have to reduce the future sale of all types of property-liability insurance causing price increases and severe 
availability problems.^ 

These scenarios have led both state and federal governments to contemplate legislative solutions 
involving the government as a reinsurer and directly enlisting capital markets as providers of catastrophe capital 
(Lewis and Murdock. 1996, Cummins, Lewis and Phillips, 1999). Both Florida and California have such 
proposals and the Natural Disaster Protection Act was introduced in Congress in 1993 with similar provisions. 
Moreover, the vulnerability of insurance markets had led to &iancial market innovations such as the catastrophe 
options traded on the Chicago Board of Trade. New instruments have appeared such as CAT Bonds in which 
borrowers contract for some degree of debt forgiveness in the event of a predefined catastrophe. Another 
innovative instrument is the CatEPut in which re-capitalization can be achieved after a catastrophe by the firm's 
exercising a put option on its own stock. Also, in the absence of adequate reinsurance, insurers have sometimes 
swapped their catastrophe exposures. 

In this paper, we conduct a theoretical and empirical analysis of the capacity of the insurance industry 
to respond to catastrophic events. Given appropriate technical (weather, seismic, etc) data, plus descriptions of 



firm Guy Carpenter estinntes that the excess of loss reinsurance capacity of the reinsurance market to 
reinsure any one primary insurer was about SSOO million in bodi 1997 and 1998 (Guy Carpenter, 1998). 
Renaissance Reinsurance Company estimates that reinsurers would pay about $14 billion from existing 
excess of loss reinsuiance progra ms in each of four U.S. regions • the Northeast, die Southeast, the New 
Madrid region, and California. Other forms of reinsurance could increase this by 40 percent (letter firom 
William Riker, President and C(X), Renaissance Reuisurance Ltd., June 11, 1999). 

* Guaranty fimds limit the amount paid lor any given loss, typicaUy to SSOOuQQO, as well as 
limiting the annual assessment against solvent insurers to 2 to 3 percent of prenuums. 

'See Froot, Scbarfstein and Stein (1993) and Cummins and Danzon (1997). 
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msored propeities for each insurer, one can esdmate an insurer response for any given event such as a force S 
hnnkane bitting Miami or an 8^ earthquake in San Francisco. Such scenario analysis is cairi^ 
funis such as Applied Insurance Research and Risk Management Solutions. However, there is a very large 
aamber (approaching infinite) of potential ca tastrophe scenarios, and the data demands for conducting such an 
aialysis for the entire insurance industry are enormous. Moreover, while such scenarios are valuable for planning 
at the firm level, diey provide too much detail for assessing the efficiency of the insurance market in spreading 
risk. Rather, we seek a more general response function. We estimate the distributional characteristics of 
catastrophic losses and allocate such losses to individual insurers by use of correlations and financial data. The 
result is a function that defines the estimated deliverable insurance payments conditional on any given size of 
aggregate catastrophic loss. By default, it also estimates the capital that will be lost through insurer insolvencies. 

Such a measure of capacity rests on two broad components; size and diversification - how much equity 
or ''surplus** is available and how effectively the riskiness of insurance losses is spread though the insurance 
market. The traditional instnimem to spread risk between insurers is reinsurance. By buying and selling ''options** 
00 their portfolios with each other, and to specialized reinsurers, insurers can change the risk characteristics of 
dieir portfolios. In a paper that anticipated the capital asset pricing model, Borch (1962), showed that the value 
maximizing trades would leave all insurers holding net of reinsurance portfolios defined solely on the market 
aggregate loss and that insurance would be priced solely on the correlation with this aggregate portfolio. We 
show that the distribution of insurance liabilities which minimizes insolvencies, and thereby maximizes payments 
to policyholders, is similar to Borch's equilibrium. However, this structure also provides a framework for 
measuring the available capacity of the industry to respond to major catattfophes. 

The paper is organized as follows: Section 2 sets forth our theory of industry capacity and derives the 
opdon-Uke model used in our capacity estimation. Section 3 discusses sample selection and our empirical 
approach to estimating capacity. Section 4 presents die results, and section 5 conchides. 
2. DhcrrificatioB And The Mntoaiity PriKipIc 

In diis section, we develop a theoretical model of capacity in an thsuAuice roaiket. We begin by 
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examuung a baseline case in which the liabilities in an insurance market are distributed amongst insurers so as 
to maximize payouts to policyholden for any given loss scenario. The baseline case establishes a basic 
relationship between ths capacity of the insurance intiustry to respond to catastrophic loss experience and the 
correlation stmcoire of its liabilities. We then derive a measure of capacity which is parameterized by these 
correlations together with other firm and market feamres. 
A Definition of Insunnce Capacity 

We examine a baseline case tn which the liabilities in an insurance market are distributed amongst 
insurers so as to maximize payouts to policyholders for any loss scenario. This base case is useful for defining 
industry capacity and also provides a yardstick for measuring capacity. In the baseline case, insolvencies will 
be minimized for any given level of industry losses and thus actual payments to policyholders will be maximized. 

It is well known that in a market in which risk bearing is cosdy to firms but where transacting between 
firms is cosdess, the Pareto optimal risk sharing arrangement is one in which the industry ''mutualizes'* its risk 
in the sense that all insurers hold the same net (after reinmrance) liability portfolio. This result, due to Boich 
(1962). is identical to (and preceded) the capital asset pricing model. According to Borch. the Pareio opdroal 
reinsurance arrangement is one in which each insurer holds a net (after reinsurance) portfolio which is a 
proportionate claim on local msured losses. L. This result is equivalent to the CAPM proposition tiiat each 
investor will hold ibc market portfolio. The implication is that all insurers' portfolios are perfectly coiveiaiBd 
after reinsurance transactiotts have been exploited. After aU possibiUties for diversificacion through rei^^ 
are rxhMstrd. insurers wiU hok! the same kits portfolio though the scale may differ. The agg re gat e loss for the 
market is £Li«L. where L,« die loss sustained by insurer i. The riskiness of the aggregate portfolio witt depend 
on die local number of iodividnil policies insured, **n**. and on dieir correlations, ffthennnriierofpolicylioldea 
is very large and die policy correlations are low dien, by die law of large numbers, L will hive little risk 
(o(L/ii)H) as ^'n'*-**, where o(Iin)« die standard deviation of aver^ losses per policy). Bat with small **■** 
and/or high correlation among insured kMses, L wiU hive higher risk. 

To address die implicaiioas of United liability, first consider die temiiiil vahie of eqnity, T|, of m 
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iiiftuffer, i, in A simple one period model: 

(1) Ti»MAX{(Fi + Q*iXl+r)-«iL;0) 

whereQfi is opening equity or "suphis** for insurer i, P^ is premium income net of expenses, and r is the me 
of retun on investuKnts. Insurer i is assumed to hoM a proportionate share e^ of die market insurance ^ 
so dut its losses L, » o^. For simplicity, assume diat die market is compeddve, dms P^ » E(L,)/( I-k). Denoting 
Q sQ^.(1-k), terminal equity is re-stated as: 
(n Ti»MAX{E(Li)-L| + Qi; 0) 

Now consider the implicadons of limited liability for policyholders. The amount which insurer **i** can 
pay to policyholders, Li' , is the minimum of the face value of its liability or its financial resources which, in this 
model are the sum of equity and net premiums Q + E(L), i.e^ 

(2) L|' « MIN{L,;Q|+E(LJ) 

If diere is a bad draw from die loss distribuuon, i.e., a catastrophic loss, die ability of die insurer to pay die 
unexpected loss Li-E(L,) depends on the surphis Q. If we scale up diis problem, dien the ability of die market to 
respond to unexpected losses depends on the total industry surphis. but also on how the liabilides and surphis 
are distributed across insurers. We will use this concept to define and measure market capacity. 

If we compare this liinited liability worid with Borch*s equilibrium: diere is an apparendy stark contrast 
h Borch*s worid. insurers are risk averse and will gain from risk sharing dirough reinsurance transactions. Inour 
limiied liability model, insuren own a put option on die vahie E(LO<fQ-L, where the striking price is E(L|)4Q 
and die vahie of this option wiQ mcrease as variance of the underiying asset (m this case the loss portfolio) 
increases. Thus, apparendy, msuren wonkl not engage m risk reducing reinsurance transactions. We can add 
more structure to resolve diis diliinence by aUowing premium rates to depend on insurer risk.* This addition 
stmcture is not necessary for our present task, but it does focus our attention on what die payouts to poUcyhoMers 
woaki be when insurers are perfectly diversified as shown by Bovch. 



*Set Doherty and Tmic ( 1 982) and Cnnnnns and Danzon ( 1 997). 
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Consider t Botch eqnilibrimn in which each insorer. *T boldi m dine o^ of L and assorae ttm each 
ininrnr*T inqrhii it Tnirti trr in irhwr irf igirrfir hn Thr fim hnpHnritwi it Th< rfir njTrfiir i f n iiiii l tga k} 
qfiatawrawiM be the differe n ce between die nn fxpcd rf in ihigiy loss E(LH,,a^ 
shown in eqnttion (3a) bekiw. Tlie second inviicacion is duK die indnsiiy's wbote snq^ 
nvet imexpecied losses. Thas. die anioam of agpegaie hisses that wiU be paid to policyholdefs. L^ wttl b^ 
ninimoni of die tee value of losses L and the ndasny ' s total l e so o i ce s E(L)4Q . as shown m eqnatioa (3^. 



(3a) S r, - MAX{ £ [«j£(L) ^ Q, - «.X]:0} « MAX{ E(L) * Z Q, - £:0} 



(3b) ZL; 'MW{L:E(L) - 2 ft } 



where N« die total nnndier of insoRfs in die nsfloeL Canendy,dieU^.pro|ieny4idiilityhisannoeaKhisoy's 

equity capital is iyboatS300bil]ioe. tf our nodel applied to die ndasuy, die entire amoont of die equity capital 

would be available to pay u n expected losses, h effect, widiperfeadlver sificaU on. the urinsny acts as a simie 

fum. No one film wouktbecooKHBolveKunul die entire indasiiy capital is exhausted and. at dus point, ai 

JirBB would suuylianeouslybecoBieuMoiwcnLTiusdquilibfiunidiiuiluiies inuustiy IwMirtes and resourees in 

a way that nuuunuaes payouts to polKyholders. 

D^^iaiiieu: For mcf coqfauwarieu afhssa j br iwfcic fc msmnn an limbk, dbr tnf m eiff tftkt w a rn m mM 

moHcgtisiheproportiomtfikoteBabUmesihaiudgUvenibUghmAg/m^ ^ 

wh om dbr hatsJUi tmd givm aU utiwigu m au (smch m gm mnn m tt, pmmmttjmis, €fc)jm' n- 

oUocotutM oiuar Josser umoui^ cusHfWS^ 



i woun oe aooessHue uy poocynoMiers. 

C o ns ider each insurer's aggi rga i f loss as the suBi of its catastrophe ejyosi 
Pur of die individual insurer kiss. ^ is idiosyncniic and divetBliiMe:ie..CDV(^ 4 •Ofi^ The 
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f put of the insurer's loss is c uasu o pi i e risk in the sense chat aU insoren are exposed to highly 

correlated losses, L^. from events such as h ur ric an e s and eanfaqaakes. Tlie propoition of the total pool of 

c atast ro phe losses written by insurer **!** is q. Thus, the loss of msorer i is: 

(4) i-i^c.Lj^^d, 

Given that £L, most equal the aggregate industry losses, L « L^ •>• D ; (where Ds £i d, is the total industry 

diversifiable losses), dien £q = 1. The essential characteristic of diversifiable risk is that it will tend to zero if 

a large enough number of policies is insured. To pipvide a rationale for a reinsurance market, we assume that 

any individual insurer holding n, policies is insufficiendy diversified to secure this risk elimination, but the total 

insurance market having ^ n, sn policies does effecdvely eliminaie risk. i.e., 

,5x a(-)«0; a(-i)*0; ai-^-^) * 0: a(-i^) * 
n n. n. n 

The first expression in (5) says that diversifiable risk can he substantially eliminated by diversification across 

the marketplace. The second expression says that each hxiividual insurer's endowment of potentially diversifiable 

exposures is not sufficient to eliminate this risk (i.e;, it does not have sufficient policies to exploit the law of large 

numbers). The third and fourth expressions in (5) assert that the risk of L^ is not diversifiable (i.e.. losses are 

positively correlated). The third expression is particukuiy important in providing a rationale for insurance. By 

definition of d, and Cjl.,, the former can be reduced through further risk spreading whereas the latter cannot 

We now develop the following necessary condition for optimal risk sharing behavior 

PROPOSITION: A necessary condition for the average industry capacity per poticyholder,£i EiLfM), 
to be maximized is thai ail firms hold a net of reinsurance portfolio which is 
proportional to Ly and D. 

The proposition requires that all insurers hokl portfolios of the form 0C|L s cL^ •¥ k,D where Oi, Ci, and 

k, are firm specific constants.^ Suppose that this were not true, then at least one insurer would hold a portfolio 



^ will be noticed that the reinsurance strucmre that maxhnJTes hidustry capacity (e^ L s c^ •«- 
kiD for all i) is of similar structure to the Pareto optimal reinsurance market identified by Borch (1962). 
The similarity is more pronounced when it is noticed that, since D is diversifiable, the vahie of k| makes 
little difference to the availability of surphis to pay catastrophic losses. Thus, one can consider the 
special case in which a, a k| . However, even fbr this special case, oar resah and that of Borch are not 
necessary identical. While, in both results, insurers' loss portfolios are defined solely on L, we rely on a 
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co n ra ining lomc idioiyiiciitic rak; le^ oj^-f^wfaefed^^l^. Sinoe D a^ , cbe exinaioe ofoae i 
lioidiiigqLu4-d^ inpUes chat all odKriasaveninDtt hold in local 






wtuchcamiocboof the fonn 

H M 



since d,»M> and D*£jd,.* Thus, ac lease one other insurer most hokl a poftfoUo of cbe fonn CjLv'i-d, where 
#kjD. Of Che univene of insorers *^l^ we define a snbsec **m,** having snch **andiversifled~ poitfoUos a,Lu4d| 
and subset '^nu" having ^'diversified^ poctfblios of ifae form afuy •«- kp. Since 

(1 - S k.)D ' Z d^ 
then the following munial exchange is possible. All type m, insurers pool their diversifiable risk which lends to 
an aggregate m, diversifiable liability of (l-^mHikpD. Now define a set of weights kf' and apportion this 
aggregate liability over nij insurers such that each assumes a liability of : 



k;i\ ' S k.)D - k.D since k/ « k^{ L — ) aid L k,' * 

>#•; \ ' L kj >««,, 



These conditions ensure that £ki«l (i.e. that diversifiable riskDbfoUy alk)caiedoveraU uisurers).Shice 
the only requirement placed on ki' is that it sum CO unity, diese weights can be chosen soch diat die E(d|) « EO^D). 



maximization of aggregate dollar surplus whereas Borch relied on expected utility maximizing trade 
between risk averse insurers. The non-Unearity in our results comes from the truncating effects of 
insolvency whereas non-linearity in Borch's reinsurance scruccure comes from die pa ram eter s of che 
various insurers ucility functions. 

*To see diis, consider diataU other msurers dki hoki portfolios of die form £^ O) Lu •«- £^ kjD. 
Thus the total of die diversifiable risk portfolios of aU insurers wouki be: 

(a). DsJj^kjD + d, 
This can be re-stated as 

(b). Daj;^kjD + kJ[>-kJ[> + dt-JikjD + (d,-kJ[» 
which is equal to 

(c). D-D + (d,-k,D) 
since ^ k, «1. However, since d| # kiD; dien (c),aBd therefore (a), is contradicted. 
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This, these transactiops will leave all id; uisutcts u Mf feciBd and will leave the expected face value of liability 

of an m, micfaanged. However, since o(d/nO > 0; and o(k,iyn,)-0, these tiansactioas are mean preserving, and 

risk redncing. for aD m, insurers. Now since the payable loss on any insurer is a shon position in a put option, 

its vahie will increase as its standard deviation is reduced. Consequently, these transactions will leave E(L|'/n), 

where L,' is defined by (3b), unchanged for all lU: insurers but increased for all m, insurers. As a result, aggregate 

available industry capacity £i ECL,' /n) will be increased. Q£J>. 

The proposition shows the necessary conditions for capacity maximization. The sufficient conditions 

concern the relationship between the liability allocation, ee,, and the and the distribution of surplus. Q, across 

insurers. The effect of surphis will become important in the capacity measures derived in the next section. 

COROLLARY: When the necessary conditions for maximizanon of capacity per policyholder y,E(Lf 
M) are satisfied, all insurers will hold net of reinsurance portfolios L^ that are 
perfeaty correlated with aggregate industry losses, L 

Note that COV (L| ; L) » E{[q(Lv - E(Lu)) -i- (d, - E(d,))][L - Ea)]} which can be simplified to 

E{ [Ci(Lv - E(Lu))][L - E(L)] } since d, is independent of L by assumption. Using COV(DX) » and L > Lt,-t-D. 

we can write; o*(L) = E{[L,, - E(Lu)l[L - E(L)1). Thus, COV (L, ; L) « c, o^). Proof of the corollary follows 

immediately from the proposition noting that COV (Li ; L) » q o^) and that q and k, are constants. Q.EJ>. 

The corollary shows that each insurer must hold a net portfolio which is perfecdy correlated with the 
aggregate insurable loss L to maximize capacity. This will provide a yardstick for measuring capacity. Since a, 
L s cLu •*• kiD nBaxindzes capacity for a given initial industry snrphis Q, and since this result is characterized 
by perfect correlation between all L| and L, then it seems that the actual correlations will provide a measure of 
capacity utilization. 

Various frictions can frustrate the conditions described in the proposition and corollary. In addition to 
factors that Unit firm size, reinsurmce and other insurer hedges are costly. Froot and O'Comell 19%,receBdy 
estimated the cost of catastrophe reinsurance from the compleie set of contracts brokered by the largest 
reinsurance broker. The transaction cost, (Price-Expected LossVExpected loss), ranges between about 10% and 
140% from 1970-199S. fa die last decade of the series, die average transactioh cost is about 65%. Several 
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explttuttioascan be given for this high cost inchiding diverging esrinrntra of expected kwes. moral hazard and 
excessive rent taking. Anodier explanation for incomplete diveisiflcation lies in the prospea that shareholders 
nuy seek to expn>priate wealth from policyholders by choosing a high risk financial stracnire (Mye^ 
Doherty andTmic, 1 982). This expropriation will be mitigated by reputation effiects and where the policyholders 
and/or their agents can monitor the financial condition and reinsurance purchases of their insurers. We now 
examine the relationship between capacity, correlations between insurer loss distributions, and ibc financial 
structure of insurers. 
Correlations And Capndty Utilization For a Given Catastrophic Loas 

Our task is to estimate the ability of the industry to respond to an abnormal loss experience defined by 
equation (3b). This is the industry response conditional on industry losses of any given size X**. 

The response function is illustrated in Figure 1. The horizontal axis measures possible values for 
aggregate insurance industry losses, and the vertical axis measures the expectedpayom of all firms coir^bined. 
Consider just two possible loss scenarios: first, a California earthquake that causes an industry loss of S30 billion 
over and above the expected loss E(L) and. second, a combination of a Rorida hurricane of S20 billion and 
automobile losses diat are $10 billion above expected. Both scenarios lead to industry losses that are S30bilUoB 
above expected vahie (denoted ECLh-30), But the scenarios would impact diffierent insurers and could lead to 
different numbers of insolvencies depending on the distribution of coverage across insurers. For example, die 
expected payoitt in the first scenario might be **W~ which is very low because naich of die Califbinia ean^^ 
coverage is from local insurers duK are pooriy diversified and pooriy capitalized. However, die second scenario 
might be spread more evenly over firms and die payout is shown as **Y^. Points W aad Y are the ronditional 
responses which are deiciibed below in equations (7) doough (9). Tliese are only two of nnay poteadal 
configurations th« coold result in indnsiiy loues of S30 bilfion above expected vahie. TIk average of aU pooft^ 
pnyoots for aU feasible scenarios whkh sum to S30 billion above expected loss is denoted *X*. 11^ 
is die conditional response. i.e., dK expected payout of die ndnsiiy conditional on anrindnsoy lott of E(L) •»> $30 
billkm. TIk locus of aU such oondiiional payonu is die iusponse flnctkin wfaidi is shown as 0^ 
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lies at or below the 45" line and we postulate, win diverge from the 45** line as loss realizations increase. The 
divergence iixiplies that insolvendes win increase dis-proportionaidy with losses as niore and m^ 
stressed and diat fuhires are passed throogh the macket via reinsurance thus causing Icnock on** insolvencies. 
It is useful to start with the average surphis per policy available to pay unexpected claims of insurer **{**: 



r 1 '' 

(6) E{-L) . (±) /•[£(£.) * Q. - L.]nL,)dL, 

n. n, J 



where Z,=E(Li>*<^. To derive the conditional response function note that the aggregate industry tenninal equity, 
conditional on, industry losses being L, is: 

(7) r EiT.lL) « S f [£(!,) - Q, - L,mL,\L)dL. 

This value is shown in Figure 1 as the distance between E(L>+>y Q and the response function OZ. Thus, the 
response function can be defined as R| L »E(L)+£Qi - £i E(T, | L). 

To estimate the response function, it is necessary to make distributional assumptions about L. Using the 
normal distribution and using the propeities of conditional moments, the response function becomes: 



Oi 



(8) 



'L,\i- 



Jin 



where Mi,|l * M. * -^(L-Mt) . ond oj^,^ » 0,(1 -pf) 



where Pi is the conelation coefficient between L|and L and M is used to denote expectation. Not surprisingly, this 
fomulation resembles option pricing models. The response Innctioo is: 

where C. « -^ . 
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(9) R,\L 'Pt*Qn' E{T, I Q^JL) - (P, - Q^)N{ -C,) * n^ ^(C,) - o^^ n(q) 



N() a the standard nonnal distribiitioii funcdon, and n(-) « the standard nonnal density function. Note that R^IL 
s/( E(Lt) . E(L), o(I-i). ^(L), r,, Qi : L ). Thus, we can measure the capacity utilization of the industry for any 
industry loss U as a fuiction of two industry variables { E(L) , o<L) } and four firm variables { E(I^, o(^ 

Alternatively, the response fonction can be estimated under the assumption that firm and industiy losses 
are jointly lognormal, leading to the following formulation:* 



5,Vi-Yf 



The parameters Viand v^ are logiioiuiBl drift panuiKiers and %^ and %|^are kignoimal risk panmems* m both cases 
for insurer i and the iBdBsiiy(L), respectively. Hie panmeierY, is the correlation coefficiem between ln(L) and 
ui(Lf). ni the lognonnal case the lesponse ninctioQ isr 



Conpantive stoics analyris of die vespoue fonctioas (9) aad ( 1 1 ) reveab dM boch aie darwaiim hi o, i 
{in Pi , i.e.« induaiiy c ipa c i Q f is iii¥BW^f iriaiad lo 0| a>d4Bwctly reined lo p^ . 



^Equations (S) aad (9) are derived mifae Appendix. 
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3. McttuiDg the CapKitsr of the U^Imnuitt Industry 

In this section we develop rffimates of response functions for the U.S1 propeity-liabiltty insurance 
indnsoy. We do this by selecting samples of insurers and estimating the parameters of equations (9) and (1 1). 
Hie response functions are then calculated for various values of L, the total industiy loss. The overall objective 
of the analysis is to determine the ability of the US. insurance industry to respond to catastrophic losses and to 
measure the efficiency o^ the industry in spreading risk across the market This section discusses the technique 
we use to measure industry efficiency as well as sample selection and parameter estimation. The results are 
presented in section 4. 
Measuring Industry EflBdcncy 

Recall from the preceding discussion that in a fully efficient uisurance market, the industry responds to 
k»ses as if it were a single firm. The response function for an efficient market is thus given by the line OAC in 
Figure 1, i.e.. an efficient insurance industry would pay 100 percent of all losses up to the point when all industiy 
resources are exhausted. Thus, one measure of market inefficiency is the magnitude of the wedge between the 
fully efficient response function and the actual industiy response function represented by the line OZ in Figure 
1. We measure the area of the wedge bordered by line segment OA, the response curve OZ, and the dotted vertical 
line segment originating at the point V s E(LH£Q on the horizontal axis. The ratio of the area under the 
response curve to the area of the triangle OAV is our primary measure of market efficiency. This area is equal 
to the area of the triangle minus the area of the wedge divided by the area of the triangle. For a fiilly efficient 
industry, market efficiency wonkl equal 1; and for an inefficient industry, market efficiency is between 1 andO. 
We also consider other measures of industiy p e rfo rma nc e, including the percentage dTdte total losses that would 
be paid by the mdnsuy for citastrophe s of various magnitudes and the number of insolvencies that resnh. 
Saipig Selection and ModeBng Appronch 

The data for the study are ta£en from the regnlttoiy aonual stMoneois filed by insurers with die N^^ 
Associatioo of Insurance Cowni i ss ion er s (NAIC). Our efficiency estunites are for the most leceatrepoit year 
cnncntly available, 1997. To estimate pa ra m eter s , we use d«a from die period, l^S3«t997. provkiing fifteen 
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iob M TVMioii s oadiecompiiesMUliesiiBpie. baaweprioesMdpcDfinhivebeendwwniobecyciicaL 
wiihtcycleperu)dbet«i«ensix«dse«eayeMS(Ciiimiiiiis«dO^^ 1987). Hk fifteen yor sample peciod 
thus gives as i^ipioxiinttely two compleie aodetwriiiiig cycles. We de ci d e d not to exieiid die sample prior id 
1963 becaise die nnmber of iasaras for which we have coopleie dme series would have been lednced 
significaiidy by mchidiiig earlier yean. Ahhoogh companies preseai in die data base for 1997 boi not for earlier 
years aie inchided in onr capneicy esdmadon, die companies presem in die sanipfe for die endre sample period 
itbtJuU'4imeseries(FT5)compmies}utmp€nMtibKaa9tt^ 

die parameters of die companies duK are not presem for die endie sample period (see below). To obtain reliable 
p aru neter estimates, it tti m por tam to inchide as mwiy companies as possible in die FTS regressions. 

Two samples of insurers were selected - a national sample and a Florida sample — to iqiresem die 
capacity of the mdustiy to tespond to national ci t asti ophe s and to Flor id a fata«r ophes,fespecnvely. Useofdie 
national sample assumes diM die total leserves and equity capital of die indasoy are potendally available to pay 
catastrophic losses, whik the use of the Florida sanipfe assumes that the total lesomoes of companies operadng 
in Florida are potentially available to pay the costs of a Florida < a i ailn. i p h p . Both the Florida and national 
estimates repiesett upper bound estimates of die industry's ability to tespond to caBsmphe claims, hibodi 
cases, the total resources of all insurers m the lespecdve samples are assumed to be available to pay catastrophic 
loss claims, even dwugh some msurers do not write policies likely to be trigfoed by a < a i aim i p h p . Eg., a 
company specializing in commercial liability insw anc e is not exposed to die property losses canaed by a 
catastrophe and hence its resources would not be caOed upon to fond catastrophic loss claims. Moieower.die 
analysis based on die national sample assumes duK aU of die reserves aad eqaiiy capital of die indasiiy would 
be available to fond catastrophic l ea ses , even thoi^ih most catastrophes that are cunendy being profecied by 
insurers and nxideling finm are localized m one or a few states aad only a subM of insurer are licensed m any 
givenstaie. Thus,theactualamountofnioney that would be forthcoming ftom the iniuraaoeindnstiyio fond 
any given catastrophe loss is expected to be smaller dnn pragecied m our analysis. 

in selecting bod| die nadpiMJ and Florida samples, our obfective was to ^wutifniie die nurtbar of 
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s that coaki meaningfully be incioded in the analysis. Thus, the screening criteria applied in selecting 
the sample focused primarily on elhninatinginsureis that were not viable opem Thus, we 

excfaided companies from the sample that were experiencing severe financial difficuhies or were in lunoff 
i^e., noc actively participating in die nwket^ To be included in the Rorida sample, insurers also were required 
to have positive losses in Rorida in 1997." 

Ownership structure in the insurance industry also is likely to have an effect on market capacity. Many 
insurance firms are organized as insurance groups, consisting of several individual companies under common 
ownership. Under U.S. corporation law, the owners of the group hold a vahiable option — the option to allow 
a financially troubled subsidiary to fiul. The claimants against the insolvent subsidiary cannot reach the assets 
of other insurers in the group unless they succeed in **piercing the corporate veil,** which usually requires 
showing that the owners engaged in fraud or some other abnormal activity (Easterbrook and Fischel, I98S). 
Although the owners may decide to rescue a failing subsidiary to protect reputational or franchise value, they are 
under no legal obligation to do so. The default option may have particulariy severe implications forthe financing 
of catastrophic risk because the probability that franchise value will exceed the costs of a bailout is likely to be 
inversely proportional to the magnitude of the event. Thus, parents may choose to bail out failing subsidiaries 
for small catastrophes but not for large ones. 

To allow for the potential impact of ownership structure on capacity, we conduct the analysis separately 
on the basis of two alternative assnmptions about the effects of insurance groups on capacity. The first analysis 
tt based on die assumption that die full resources of the group are available to support losses arising from any 



'^Insurers are required to report financial data to the NAIC even if they are undergoing severe 
financial difficulties, are inactive, or are in **tunoff mode.** An msnrer in runoff mode is engaged in 
setding existing claims but not writing or renewing policies cuirendy. Such an msnrer wouM not be **on 
die risk** for projected catastrophes. 

"Losses rather than premrams were used for die Rorida screen because an insurer can remam 
liable for loss payments in agiven year even if it writes no premiums in diat year bepause coverage is 
provided by policies written in die preceding year (and on which premiums had been paid in the 
preceding year) that had not yet expired at die beginning of die current year. Theresults would be neariy 
identical based on a premium screen. 
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iiJteaMyqfii»poiip>ie^d»poiyii co«i dewdioactitaaBgtefiniL Tliiiseqpnvilmioal 
pw f i i ^ w ^i iii ir M Man wlwiiiB i Bi . TliesBccwidanalywitMtei|Wiy iflaiiU o« t cmiwiyMrfc 
d» i l i i i i It if d» B—bas rf goips ire fr m— wtin gi oaiflllMiBd couyaes. Tliis analyns toipikidy 
aanHMduKpoiViiiffWfrbalovfidiagiiibadiaries. Hk two Mniyiescai be viewed as fiviogapper»d 
lower boMwii ob ite cipecity of die ledusuy to pay cl i inB . 

Tlia losMS w eed inestinuingcipeciQr ire net locses incuiied* defined as duect kieses inuuied plai 
lo sm deeio n ii iWMrf assamedmiiios tosses dee to re in si i Bc e ceded. Direct losses iacaned are defined as 
I paid or owed directly to pohcjfholden, while net losses tncuned reflect the netting out of retnsonnce 
noas. Becanse leinsonnce is expected to reduce die standaid deviatioBs of individnal insurer losses and 
atte lo ss coire la tions among insorers. our analysis inyiicitlytafas in t o accoo« die effects of i ^^ 



To estinaie capacity for the indusny in 1997, we included in the sample all of the companies leponed 
OB by tIttKAlC in 1997 duK met our screening oiieria for openting viability. However, only a subset of dKse 
coM^aMes are in the NAIC data bare for the fun time period covered by the study (1983-1997). A cco r din g l y, 
wa adopt a three*stage procedure for e stimatrng parameters. At the fiis^tt^ ^''^ fstinwar parameters for the 
coaif Mies dut have data for die fun dme period 1983-1997. We refer to diis set of companies as dieyidl-iMie 
JsmtffTS) sample. Two sets of pa r am eter s are est im attd-mwparaineier estimates caiculaieddirBCtly from 
Iha FTS data, aad ifcrciHinf estimates based on the residuals from time trend r^ressions. Hie reason for 
computing the detiendedifstimafors is that propei^-luJwhtymsurance losses are subfect to a strong poeit^^ 
mad TlMtiwestinHnes of die standard deviation of losses, for example, wiU capture trend-retaaedgrowdi in 
lanes across yean as volatility. However, die trend is highly predictable and insurers can easily plan Ibr It by 
iums each year. Dnverences in losses across years due to this trend efiiect thus are not 
iloMfhictuatioBs and probrf)ly should not be inchided when me asuring die eflect of cataittop h et 
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and ocher types of random shocks oa msurance maiket capacity." By measurmg capacity nsing both the nw 
and detrended parameiers, we avoid any possibte biases diac may arise from rely^ 
estimates that is subject to time trend bias.. 

To define the raw and detrended parameters more precisely, let Ln s the observed losses of company i 
in year t and let L, s £^1^ s total industry losses in year t The raw standard deviations are obtained using the 
following fonnulas: 
(12) d? = -i- 2 (t,, - £/ and d' ^ -i- S (L, - Lf 

T - I r-l / - I /-I 

where d*s the estimator of the standard deviation of losses for company i. d^s the estimator of the standard 

deviation of losses for the industry , L. = ^ £,L;,.and L - — 2,^,- The correlation coefficient between 
company i*s losses and the industry losses is estimated using the following formula: 

(-L-)r(L,, -£,)(L, -£) 

- /-I l-i 



(13) 



d.d 



Forthe lognormal case, estimates of^and^areobtainedfrom(12) and theestimateofYi is obtained from (13). 
with the quantities L,, and L, replaced by lh(LJ and ln<LJ, respectively. 

To obtain the detrended parameter estimates, we first conduct the following regressions for the nonnal 
and lognormal cases, respectively: 

(14) 



'^b might be argued that insurers also could set aside reserves sufficient to pay for large 
catastrophic losses oa the grounds that the probable maximum loss amoums doe to catastrophes are 
reasonably predictable even diough the time of diese losses is unpredictable. However, as Jafiee and 
RnsseU (1997) poim out, accomnlation of large cacasln)phe reserves is noc possible in practice doe to 
legal, regulatory, accounting, and tax rules that constrain the ability of insurers to jixninnlair. reserves for 
events that have not yet taken place. 
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(15) 

/«(^,) -Po ^Pl'*«» 

Detxended esdmaies ofdf aiid6' are obcained by applying the fonmlas in (12) to the estinwed vahies of 

residnals €« and €„ respectively, from (14); and die detrended estimate of p, by applying ( 13) to die estimated 
residual series €ii and €, from (14). Detrended parameter estimates for die lognormal case are obtained similarty. 
nsing die estimated residuals from (15). 

The final parameters to be estimated are die means, ^^ and (it. . for die normal case, and die location 
parameters, v, and Vf, , for the lognormal case. Because we are estimating capacity for 1997, we set |if and fii. 
equal, respectively, to company i*s and die total industry losses incurred for 1997. This implicidy assumes that 
the companies* net premi ums for the year are equal to incurred losses. Alchoughthisisnocpteciselycofrect.it 
is a good approximation, especially in view of die fact diat there were no major catastrophes during die year. 
As a robustness chedc. we also used fitted values from die regression time trend lines for 1997. The results were 
virtually die sane using die actual and fitted losses to represent )i, and )!(.. The lognormal panuneiers .were 
estimated so diat application of die formula for die mean of the lognormal distribution would repioduoe actnal 
losses for 1997. Eg., for company i. 0. - bi(I,) - df/2. Again, using die trended loss vahie for 1997 

produced virtually identical lesahs. 

In the second | ^^ rf*Mir pifinifftfr f t!i i nif i ffl ipiT'*'*'P'iT*'**iffiiT!f*^ ' * g T '^**'"'^ TT''^^ 
sample widi die eirimMg d panuneiers as d epen d ent variables and company financial chanderistics ai 
independent variables. TheiMiooitefbrdieiegressionanaly«sistirofoid:Fiiit.dieestiniMrdparimFiprvilBe> 
for some insurers are Ufceiy ID teflectnooHccnmn g f inanci al shodBleadiag ID BWBBal^ 
P^n^^^e^eCT..S^ld^par^l^■wr^awlikriylDbenoo^npw^en^ati¥eofd^e•c^^a^pig^^ 
in fbinre periods. BynsingdiefiiiBdvilBetofpMiHWirgilwadieingfiiwoaaMdibinplnBeofdieparimF 
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I in sage one of the analysis, we are tfans able to smoodi Che pinuneiCT series by ta^^ 
atreoK observations. Tbe second, and eqoaUyinpofiaiii, reason for conducting the regression analysis is that 
the regression models can be used to provide panmeier esdmates for finns diat are not in die data base for a 
s ufficiently long period to pennit die reliable estimation of stage one parameter vahies. Panmeten for diese 
coopanies can be firimatpd by insetting dieir 1997 Cmancial data into die regression models. Esdmadon of 
p a rau Kt e r s f or diis set of companies (called non-fidl time series (NFTS) companies), by obtaining fitted vahies 

hrmn thm twyr^dnn mnAilg i« rhg tfyip^ t>^ye in thg parameter e^Hmarinn pmce«« Rv ennrfiigfin^ thi> fhirri «r«ff» 

of the analysis we are able to include die maxinami number of insuren in our 1997 sample and dius to obtain a 
ooapcehensive estimate of industry capacity. 

4. Empirical RcsaUs 

ThecapacityestimadonpfocesswasconductedbothfornadonalcompaniesandFloridacompanies. The 
esrimation proceeds by cateulatingthe response fancrion using equarion (9) for the normal case and equation(ll) 
for the lognormal case. The re^Kmse foncdons give the expected payout for each insurer as a fonction of its 
p a rau Kt e r s and die total industry loss L. By varying L, we generate expected payments for each company for 
a range of industry losses, starting with a value of L approximately equal to industry expected losses (nationally 
and in Florida, respectively) and increasing to die poim where Lis equal to total industry resources, baddition 
to the expected loss payuKMs by company for each vahie of U die analysis also determines whether a company 
beconKsinsolvem(ifits loss payment, conditional QoU exceeds its piemittins and eqiuy capital). Forinsolvem 
finns tite total piyinent is capped at the sum ofprendnins plus eqiuQf capital. A nmnber of supporting statistics 
can be computed nRxn the response function fl u i p m. nchiding mdnstiy efficiency, the percentage of total 
cMasupp he teases paid for events of various mayiimrtpt . and the nninber of msolvencies. 

As men tio ne d above, we oondna tbt estimaiion for two definitions of dte iadnstiy m terns of 
0D6OflDiziiidiDC DV6S6S06 Ov ittttv<iuo6 fltouDSw ^^^^ nuc flcnmooo is PMtcfl otk OiB ^tsmnpttoo om cmcii mBUBOc 
gRMpeactsasif it werensiqgtefinn. Based on dds def initi o n , dte ind um y is defined as c 

) iunreis. We refiBr to this version of the industry as the or gogm^sanp^ Thti 
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definition of the industry is based on the assumption that companies thai are me m be rs of insurance grooi 
operate independently. This version of the industry b referred to as the comnanv sample. 

Summary Statistics 

Summary statistics on losses and equity capital, the two most impoitam determinants of indostr 
capacity, are shown in Table 1 . Losses and equity are shown for both the Florida sample and the national sanpk 
The Florida figures are the countrywide totals of losses and equity for insurers doing business in Florida, rathe 
than the Florida business of these companies, based on the rationale that the total resources of the company ar 
potentially available to pay losses from Florida catastrophes rather than just the resources generated from Florid 
operations. The national sample captures xxd percent of industry losses and 96.6 percent of industry equity, an 
thus provides an excellent representation of the industry as a whole. Companies doing business in Florid 
account for xxd percent of total industry losses and 79.9 percent of industry equity. 

Average values of tbn raw and detrended parameter estimates are shown in Table 2. As expected 
detrending significantly reduces the magninides of loss standard deviations, correlations between company am 
industry losses, and correlations between the logs of company losses and the logs of industry losses (the rb 
parameters). Recall that the response functions are decreasing in the insurer's loss standard deviation am 
increasing in the correlation between the insurer loss and die industry loss. Because detrending leads to large 
reductions in the correlations than in the standard deviations, we expect the estimated loss payments to be lowc 
for the detrended parameter estitnates than for the raw parameter estimates. ' 

The standard deviation estimates tend to be lai:ger for die company sample than for die group sample i 
both the raw and detrended cases, reflecting the smoothing effect of intragroup reinsurance transactioiis. Hi 
raw estimates of the correlation coefficients and tho statistics are somewhat larger for the group sample than k 
the company sample samples (in bodi the national and Florida cases), as expected if intra-groop reinsumc 
transactions tend to increase the covariability of the loss series. However, the denefided correlation coeffideBi 
and rfao statistics are lower for the group sample than for all company sample. Tbas, -after removal of the tin 



Digitized by 



Google 



ao7 

I less oovanbiliQr anoiig fimi in the fioap smpie dm in the tmn p ti i y sanple. 



Tbereipoiiie lui ictki M fbrtheaMioiiilsanyleaieil^^ Tbe figure shows the esthmed 

aBooB dM woold be pakl for indDsay losses fnging from $200 bUl^ These liinits were 

cboiea becnse total losses and loss adSastmeot expenses for die U^. propetty-liabiltcy insurance tndnsiiy in 
1997 wegeapproxiniaielySZOObUtioo and die toad equity capital was approxinntely $300 billion. Thus.die 
RSponse carve ranges from die indDStiy*sacQial loss up to die indDStiy*s total resources. Four response curves 
are shown in die figure, based on (a) nw parameten for die group sample, (b) detrended parameters for die group 
ample, (c) raw p n ran K t er s for tbe company sample, and (d) detrended p arameters for die company sample. 

The estim a t e d response curves are expected to follow certain ordering relationships, based on option 
pricing theory and the assumption regarding the exercise of the default option for foiling insuren that are 
OKmbers of groups. Largerpaymenisareexpected when nwparameterestimaies are used ratherdian detrended 
parameter estimates. The rationale is diat removal of die time trend leads to a larger reduction in die correlation 
coefficients than in die standard deviations (see Table 2). Because die response fonction values are positively 
felaied to die correlation coefficient and negatively related to die standard deviation, die detrended parameten 
five lower estimated expected payments. Secondly, expected payments for die group and unaffiliated company 
sample are expected to be higher than payments using die all company sample, holding constant die parameten 
Bied in the estimation. That is, for die raw parameter estimates, die estim a t e d payments for die group sample 
dMukl be larger than the paymett for die coinpany satnple, and likewise for die detrended parameter estiinaies. 
fa die group sample, if a company diot is a group member exhausts its resources, payments continue to be made 
from tbe resources of odier insurers diac are menibers of the group until die group* s resources are exhausted. 
Uowcvci^ in the company sample* the foilure (^ a company does not trigger additional p^fments from members 
of the same group, because group relationships are ignored in this estimatioii. 

The expected relationships are borne out in the estimated response curves shown in Rgure 2. Thelargest 

t pny men tt are obtained using die raw piiip eterestirnates for groiya. followed by die estimams based 
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oa the raw parameten estimates for ccni^anies, the detroKM 

parameter estimates for companies. Generally, a high proportioaoftotal losses are paid for indostiy losses near 
to the expected value of $200 billion and ranging up to about $300 billion. Above that level noticeable gaps 
begin to appear between the mdustiy loss and the estimated amounts paid. 

The estimated efficiencies for the national sample are shown in Figure 3. Recall that efficiency is 
defined as the ratio of the area below the curved lines in Figure 2 to the total area represented by the triangle 
bordered by the 100 percent payment line and the horizontal axis in Figure 2. Obviously, the efficiencies will 
differ depending upon the value of industry loss used as the starting or attachment point Accordingly. Figure 
3 shows capacity for various starting (attachment) points ranging from S200 to $500 billion. The efficiencies 
are inversely related to the attachment points. For an attachment point of S200 billion, the efficiency estimates 
range from 9 1 percent based on raw parameters for the group sample to about 78 percent based on detrended 
parameter estimates for the company sample. For the highest attachment points, efficiencies range from aboat 
80 percent based on raw parameters for the group sample to about 65 percent based on detrended parameters for 
the company sample. 

The response function analysis also produces estimates of the percentage of losses that would be paid 
for catastrophes of different sizes. These percentages are shown in Figure 4. For relatively small catastrophes, 
the industry would be able to pay very high percentages of the loss. E.g.. for a $20 billion catastrophe, our 
estimates indicate that die industry would be able to pay at least 98.6 percent of the loss. The percentages diat 
would be paid for larger losses decline at an increasing rate. For example, using the detrended p a ram et er 
estimates, for a catastrophic loss of S 100 billion the industry would be able to pay about 96.4 percent of the loss 
based on die group sample and 92.8 percent based on die company sample. For a $200 billion catastrophe, die 
industry would pay between 84.0 percent based on die group sample and 78.6 percent based on the conpany 
sample. 

The significant capacity of die industry to respond to catastrophes in the range of losses represented by 
Hurricane Andrew and the Northridge earthquake is primarily doe to an increase in the relative capitalizatioa of 
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iheiDdasiiT over the past few yens. T1tti«M>ofpRiniii»iDsinpliii.aooiiiiiOBlyiiMdle¥m|i^ 
iasonnce indasiiy, was 1.4 in 1991, prior to Andrew, tat tad decliind to 0.9 in 1997. Ita inemm ia 
cywlimion leflecis in part tta snong investment p e r fonn mc e of recent years tat also reflects inrweilni 
conoen atom caiasiniplies in tta indostiy as weU as tta inirodnction of risk-tasad capital regnlatioas in 1^ 

We conduct an additional analysis to detemnne tta iny e ct on capacity of ita increase 
leveb in tta industry since 1991. A gauge of dKcapitaliationincreaBe diet is more consisient with onre 
dnn dK preonnnv to snipins reiio is die reiio of equity capital 10 losses and loss aiijttstnient e] 
(tafeaAerrefened to as losses incurred). In 199U die i«io of equity capital to losses incnrved was SOJI,wliilt 
in 1997 die ratio was SI J6. We recalcniaied dK 1997 capacity of die industry after reducing equity capinl 
propoitionBiply for tta firais included in our satnple so ttat die ratio of 1997 capital 10 losses incurred was d» 
naeasinl991.ije.,$0J8. Tta results are presen t e d in Hgare 3, winch plots die expected company and grenp 
payuauts for unastr optas of various si«s. tared on 1991 and 1997 capitafaatifln levels. InoederioredneedM 
annter of curves on die ctait and focus on wtat we consider die most realisiic resniis, Fifwe 5 includes only 



Figure 3 reiieab a dr— tie incwaec in industry ce pn ci i y to taar i-a t asuup lii i tUk bi in ue n 1991 and 
1997. rnrusiag on dtedeoeieded company loeiestimeees,d» industry wouidtasMeio py 91^ pamem of n 
S20 billion caoMrepta tared on 1997 ca pit diia t i o n leveb tat would taOMemp^nnly94Jpwcnm of n» 
taiBBieiiiitiipliilieirilon 1991 capHatiamon. Ttareeutamei iinmnm itremaiir farlmpi i eim^iplMi. 9m 
aSiODbiftoncmeenopta; ^gain taaedon deocndedoompany loeicerimaieitoita indMSy 0inldpnp92iJa 
bneedon 1997 |Hi riiriibmonly7»j6pemembneedon 1991 u pi uliimi o n . tanS200bi 
dm li ij oauU pay 7Ij6 P«bmi baaed on 1997 < e pi rdifat i m i bm only 5M pemem bvei «n 1991 

nu e uts, euenat I9»7cifiifcrtnnli I, mi gut ii as din 5109 1 
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Close 30 insolvencies bised on Che detiended pa n m giCTesti^^ 
based on the detrended p a i iineten for the conyanysanyle.TTiecony«i^ 
capitalization levels would have been 108 groops and 216 companies. 
Indnatry Capndtyr file Florkfai Sunple 

The response function for the Florida sample is shown in Figure 6. Because die number of insuren 
operating in Florida is smaller than die number operating nationally, the amount of resources availabie to pay 
claims in Florida is commensurately reduced. This can be seen more clearly from die efficiencies plocted in 
Figure 7. At an attachment point of $200 billion, the Florida efficiency based on raw parameter estimates for 
die group sample is abom 85 penxnt. compared to 91 percent at die same attachment point for the national case. 
Based on detrended parameter estimates for the company sample, die efRciency at die S200 billion attachment 
point is 72 percent in Florida, compa r ed to 78 percent nationally. 

The estimated Florida payments for catastrophic losses of various sizes are shown in Figure 8 for die 
detrended parameter estimates ai both 1997 and 1991 capitalizadon levels. As with the national sample, the 
capacity of the industry to respond to moderate catastrophes appean to be adequate both at 1997 and 1991 
capitalizations. For a catastrophe of $20 billion, the expected payment for the group sample at 1997 
capitalization levels would be 99.4 percent, compared to 97.9 percem at 1991 capitalization. The c o mp ara ble 
figures for companies are 98.6 percent and 94.4 percent, respectively. Capacity in 1997 also appean to be 
reasonably adequate for a catastrophe of $100 billion. The expected payment for groups would be 94.2 percent 
and die payment for companies would be 89.7 percent At 1991 capifalizatioa levels, on die other hand, die 
capacity of die industry to finance a $ 100 billioil catastrophe was niich lower -> 77 J percent payment by gronps 
and only 72.2 percent by companies. The principal finding is diac die cspaaty of die industry i ncrea sed 
dramatically between 1991 and 1997 and now is adequate to bcarcat asu ophe s a die range of the proyeciBd'^ig 
One** (e.g., $100 billion). However, such a catastrophe would still be disrapcive to die i 
It would be projected to canse the fuhire of 34 codipanies and 10 gfonpa. 
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Finally, we provide examples of the regression models used in estimating the parameters for the 
( in the mailKt in 1997 thai did not have data for the fiiU time series covered by the study (die AM 
nme series (NFTS) companies). Recall diat die procedure for param et er estimation is to estimate regression 
models with die parameien of die FTS companies as dependent variables and various financial characteristics 
of the companies as independent variables. The parameters for the NFTS companies are estimated by inserting 
die financial characterisdcs of diese firms into die equation to obtain fitted values to be used in die capacity 
estimation model. For consistency and to smooth out unusually large or small valiies of die FTS parameters 
iT^ffaif*^ direcdy from the data, fitted vahies of the parameters of the FTS companies are also obtained and used 
in die capacity estimation. The fitted values of bodi the NFTS and die FTS parameters are based on 1997 
financial data. 

The regression models are based on die underiying theoretical principle that insurers seek to maximize 
reouns for a given level of risk, i.e., are attempting to achieve an efficient rue of return on equity in relationship 
to die risks diey bear (see Cummins and Sommer. 1996). Insurers may have a target level of overall risk for a 
■nmber of reasons. However, there are two primary explanations for having a risk target: (1) For financial firms, 
the firms creditors are also its customers. Eg., the primary liabilities (debt capital) of property-liability insurers 
consist of policy reserves, which constimie funds heU to pay policyholder claims (Menon and Penold. 1993). 
Because die purpose of ittsorance is likely to be sobverted if die debt claims are overiy risky, insoen are likely 
10 incw a piodnct market penalty fhm taking excessive risk, pfovidmg one ifliyoitaK rationate for having a 

target. (^) himwera aam. «Mhjeet H% ngnfWM* aolveney BHgnlMinii that Im« tneiiMted ri«lr«ly^f^ gf^pff^^ fwq^BirffniBmt 

siwe 1994. TTierisk-batfdnyifilrnles subject inswers to incteaiiiiglyffestrictn^ 

below a ^ncified level. This n^ yl a i oty restric t ion iinposcs costs oo usurers that moat companies ny to avoid 

bylwidiiigcaptadiignificai»lyinexcessofdieaB»imBieqiiiiedbydierisk«bii^ 

if ilKre were 00 prodnct maiket penally for being too risky, iosven wonU siin have an iaceative to nan^^ 

B financial safely to avoid vegnlaiofy costs (CBinniBS.Hmngion. and NidMos, 1994). 

WealaoaffnedMiilKfeisarangeofinsiHcrsinihenwfcoiiniennsofovBrallfirairiik. SoattimnHs 
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seek to be high cost, low risk providen to serve the needs of relaovely risk averse buyers, «^^ 
offier a lower cost, higher risk product to appeal to buyers with lower risk aversion. In effect, insurance is priced 
like risky corporate debt, with the price of coverage inversely related to the degree of default risk. Thus, we may 
observe insurers tfutt take low (high) underwriting risk and low (high) financial risk to appeal to different 
segments of the product market 

Because both die penalty for risky debt and die regulatory risk-based capital leveb are primarily driven 
by the standard deviations of losses and investment returns, the regression examples we provide are those with 
the standard deviation of losses as the dependent variable. The regression models with the raw standard 
deviations of losses as dependent variables are presented in Table 3. Consistent with the hypothesis that insuren 
with low (high) underwriting risk also may take less (more) financial risk, the coefficient of the equity capital 
to assets ratio is inversely related to the standard deviation of losses. In addition, we find that the standard 
deviation is direcdy related to the return on assets, suggesting that insurers that are willing to take higher risk in 
their asset portfolios also take more underwriting risk. The ratio of net income to net premiums written is 
inversely related to the loss standard deviation in three of the four equations shown in Table 3. This result is 
consistent with the hypothesis that insurance is priced like risky debt, accounting for the inverse relationship 
between net income and underwriting risk. The regressions also show a positive relationship between the ratio 
of reinsurance receivables to assets and underwriting risk. This is closely monitored by regulators because higher 
levels of reinsurance receivables may indicate that the firm is placing excessive reliance on reinsurance from 
financially vuhierable reinsurers that are relatively slow in paying claims. Insurers willing to deal with risky 
reinsurers also may have a tendency to take more underwriting risk. 

.. Two variables are included to measure the effects of size on risk taking. The log of net losses incnived 
is inversely related to die standard deviation of losses. This finding is consistent with the well known result dm 
insurers widi larger underwriting portfolios achieve better diversification and thus have relatively less 
idiosyncratic risk dian smaller insurers. The log of equity capital has a positive coefficient in the regiessioo 
equations. The coefficient on this variable is consistent with die arguuKnt dnt larger fims tend to take more 
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risk, becme of the beuer dtvcfsifkatkn achieved in theininderwriting portfolios. 

The propoftiooofaniiisiiier'spoftlblioliekl in stods is inversely lel^ However, 

dus variable is significant in only two of the four equations prese n ted in Table 3. for national companies and 
groops. This variable would seem to suggest diat insurers tnKie off investment and underwriting risk, contrary 
to the uMerpretation of some of the other variables. A possible interpretation of this result is diat insurers invest 
in stocks in part because of their relatively favorable tax treatment relative to taxable bonds. Insurers that are 
DQie concerned about tax management are likely to be operating in the convex segment of the income tax 
schedule and also have an incentive to reduce underwriting risk to lower expected tax payments (Cummins. 
Phillips, and Smidi. 1996). 

In this article, we condna a dieoretical and empirical analysis of the capacity of die U.S. property- 
liability insurance industry to finance major catastrophic property losses. The topic is important because 
catastrophic events such as the Northridge earthquake and Hurricane Andrew have raised questions about the 
ability of the insurance indnstiy to respond to the **BigOne.**usually defined as a hurricane or earthquake in the 
$100 billion range. At first glance, die U.S. property-liability *nsuranceindQStiy, with equity capital of more dian 
$300 billion, should be able to sustain a loss of diis magnimdff. However, the reality could be different; 
depending on the distribution of damage and the spread of coverage as well as the conelaiiotts between msurer 
losses and uidustiy. l oises. Thus, the pnM^iect of a mega c a t ast r ophe brings the real threat of widespiead 

Our dieoretical analysis takes as its stalling poim die weU-known aiticle by Boich (1962), which 
develops a theoiem similaf to the cipiial asset pnciug modal fipf leinturMice mariffH Botch's t h eo iem shows 
that the Piaicio flpnmal rasnlt m a matfcrt chanctensad by risk averse insuicrs is for each msurer to hold a 
pvopofiion of the **naflDec ponfobo** of nswaBoe coanacts. Each uMurar pays a prapomon of loial mdnstiy 
loiaes; and the industry belMwet as a siQgle fini^ payiog 100 pevBenc of losses ap to the point when mdnstiy nat 
pwawM and eqniQf aw t ahaunid. Bonch's theoiem givns iiie to a nattwl dafininon of unhist t y ca pa cny as 
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the amount of indnstry resources that are deliverable conditional on an industry loss of a given size. 

In our dieoretical analysis, we show diac the necessaiy condition for industry cai»city to be maximized 
is that all insurers hold a proportionate share of the industry underwriting portfolio. The suificiem condition for 
capacity maximization, given a level of total resources in the industry, is for all inswers to hold a net of 
reinsurance underwriting portfolio which is perfectly correlated with aggregate industry losses. Based on diese 
theoretical results, we derive an option-like model of insurer responses to catastrophes, leading to an insurer 
response-function where the total payout, conditional on total industry losses, b a fimction of the industry and 
company expected losses, industry and company standard deviations of losses, company net worth, and the 
correlation between industry and company losses. The industry response function is obtained by surruning the 
company response functions, giving the capacity of die industry to respond to losses of various magnitudes. 

Based on our theoretical model, we utilize 1997 insurer financial statennent data to estimate the capacity 
of the industry to respond to catastrophic losses. Two samples of insurers are utilized - a national sample, to 
measure the capacity of the industry as a whole to respond to a national event, and a Florida sample, to measure 
the capacity of the industry to respond to a Florida hurricane. In the estimation, we recognize that many insurers 
are organized in the form of insurance groups, where several insurers operate under common ownership. 
Insurance groups hold a valuable option, i.e., the option to allow financially vuhierable group m e mber s to ful. 
Accordingly, we estimate capacity under two polar assumptions about the behavior of groups: (a) that groups 
always bail out failing subsidiaries, so that each group operates as a single firm, and (b) that groups never bail 
out failing subsidiaries, so that me m bers of groups operate independently. These two assumptions lead to upper 
and lower bounds, respectively, on the capacity of the industry to respond to catastrophic loss. 

The empirical analysis estimates die capacity of die industry to bear losses ranging from the expected 
value of loss up to a loss equal to total company resources. We develop a measure of industry efficiency equal 
to die differemre between the loss diat would be paid if die industry acts as a single firm and the actual estiina^ 
payment based on our option model. The results indicate that national industry efficiency ranges from about 78 
to 85 percent, based on catastrophe losses ranging from zero to $300 bilUon, and from 70 to 77 petceot, based 
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?loiiesnBgiiifftoBiS200to$300billkML TbendMoy has ome dm adequate capacity to piy 
for cattsmphes of modems siae. E^ bated oalxNiidteiiadonlaRdFloridisaaiplei,dKnMlBniycoiddp^f 
<ie«t98^peroentofaS20baiioB CMam o p i ie. FortcaiastrapiieorS100biiioa,dieiiidiisiiyco«ldpayatleatt 
92^peroeaL Hoii>e¥er,e^w«ifiiioitloiaeswoiiidbepakifbraBe¥eatofdMi m ag w 
of iBSolveBcies wookl ocav. disrapdog die aonnl faDctMMiiiig of die i^^ 
jBSHnDoo bsi also for odier cowages. 

We also compoie ftm capaciQr of die industiy to lespond to tattsu op hk losses based on, 1997 
capitaliTafk»le%ebwidi its capacity based oa 1991 capjtalizadon levels. TbeconparisonisflBocivaiedbydie 
shsfp inciease n capMalizBtMHi foOownig Hunicjoe Andrew sod die Nuidiiidge ffiHlM|inke. h 1991, the 
iadttsiiy had S0.88 in equity capital per dollar of incaffvsd losses, whereas in 1997 diis rado had increased to 
$IJ6. Toconyare 1991 and 1997, we propoitiona»ly reduce die capital of die insurers in our sanyle 10 achieve 
an industiy-wide capital-to-loss ratio of SOM in 1997. The resaks indicaK a dnmadc increase in capacity 
between 1991 and 1997. Foracaiastropheof$100billioo.ourlowcrboundestiniaieofindnstiy capacity in 1991 
is only 79.6 percent, based on die nadonni sample, compared to 92.S percent n 1997. For the Florida sample, 
we esdmsm that insurers could have paid at least 72Jperoett of tSlOO billion catastrophe in 1991 and 89.7 
percent in 1997. Thus, the mdust i y is clearly much better capitaliaed now than it was prior to Andrew. 

Tim relatively high capacnyoftheiiidustiyjt dm preiem ting has signifiraminylifsiioni for msmanoe 
and capital msfkets as well as for public policy r^srdmg the finsncmg of catastrophic risk. kdoes|g|a 
thm the gaps in caiastroplnc risk financmg are presently snflicicm m jnstii^ j 
insnmice mmkeis m dm foan of Fedendly 1 
mdnstiycould a d e q uaml yfonddm'3igOne.**ifdefinedasa r a iinfop h t indmfangeofSIOO bflIi on.doin i so 
would disnipt the fanctioning of msursiirft maPBeti and cause price iKreases foraO types of ptopeity-lmnBty 
miufince Thus, jtappeamdrntdrnm is stiflnppm capacity dMipro¥ides a sole for pi iiaali and pabidy 
mded caiastroplnc lossdenvanveconmcis. Afioornmty.bodiihesiamandFBdocalgovemBmaiSMOuldfBPm 
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APPBIDIX 

IteModd 

To fitimur tbn ciyicity of tbts iodnstiy* we would Ifloe to estiiiHie dK iMyiuems mdo by 

p rob i b i l ity diitributio H S lo provido mi oveiview of diB p too teni mm wtn p ropote ip cc iiic 
aonml Mid lofponml dmi'i b imoiii. 

h yenefiU let ^ s dK loss pikl by con^Miy i. whoe E(L,) s Ml. Vm(LJ s 0|^ Mid i s 
1,2, ...,N,forasMn|ileofNfiRm. DefineilietocallossesofiiieiiidDSiiyatiiiesnmofilie 
losses of the nidividiial conpenies* LO.* 



wfaoeLs the tocal losses of dKindnsify. TheusoalfonmlasfordKineMiMidwiMioeofasaRioffMNloai 
variables apply, so that 

E(L) - S II, 



Var(L) « So: ♦ 22210,^ 



W 



wfaeie o^ « Cov(^Xj). To cooserve paia meiers and focos on the indusny loss, we rewriie die variance of die 
indosny loss as folkms: 

VariL) - S Cav(L,,L) » Z Cav{Lf,JlLf) (If) 



The weU4aiown foramla for die condidonal expected vaioe (see Hogg and Ciiif, p. 94) 
can be used lo obcain: 

£(LJL) - II, * ^{L - |i^) - II, ♦ p,(L - |i^) 

p,a, Ca^iLtJ.) 
P, --— a-n^)-- -i— 



(U) 



er die N finns in dK mdnany, we find dm 2; E(L,|L) « L, becMMe Vm(L) - 
2;Cov(^,L)and|iL«2i|ii. Thns, we can oiediesefonaBlasioaUocaaB any given mdnstty Ion 
indie 
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The above resuhs are not distribodon dqwodenc, i.e^ «« dki ^ 
(MfQcnlar probability distribittion in older to obtain the resoits. To catenlate the capacity of the indostiy, 
however, it is helpful to have a distributional assumption. We develop the model under two assumptions: (1) the 
disthbntioa of the L, is multivariate normal and (2) diq distribution of die L, is multivariate lognonnal. We 
tfevdop the model m general and then specify the focmoilas for the nonnal and lognonnal cases. 

Insurers are assumed to begin the period with p re miums . P. and beginning equity (surplus), Q,. The 
insurer is assumed to pay claims up to the point where these resources are exhausted and to declare bankiupccy 
and default if the claims exceed its resources. The expected equity of the insurer at the end of the period, 
conditional on an industry loss of L. is given by: 

E{T, I e,o. L) - J (P.* 5,0 - L,)/(L, I L) dL. (U) 



where fCLflL) s the distribution of the losses of a given insurer (LO. conditional on the losses of the industiy. L. 
In the case where the L, are jointly nonnally distributed, the conditional distribution in (5) is given by: 

fa,\L) L^*-'' " ' " (13) 



yfljiaJx -p? 



So E(L4 1 L) s ^, -I- (p,o/Ol(L - fij. Inserting equation (6) into equation (5) and simplifying, we 
obtain the expression for the expected ending surplus under the assumption of multivariate 
nonnaiity: 

where »i^,^ « »i, * a-Ji^) . and a^,^ « a,(l -p,) 

i<([*] s the standard normal distribution function. 

Using an analogous approach for the case where I^ and L are jointly lognormal, we 



(14) 



obtain: 



E{T, I Q,^JL) - (/> ^ Q^)N{C^) ' e^'Niq -^/T^) (15) 
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D,.v,.i!i(lnL-v,)»^iif^ (17) 

and u^ ^. » tiK locatkm pansMen of the joto ktgnoniiil disi^^ 

^ISi^sihedispcfskn panunciefs of dK joint lognonnil disiribiitioii ofLiandLttwl 
Yi * dK condmon cocfficwnl between ln(L^ end fai(L). 

h the k)gnonnil case, we hawe the coopiicttion tiM ^ and L cannot be joi^ 
» i» . » . , N, are jointly Jofnomial, beciie Muna of UniMmiiah are not fcn^iHii inal Hence* die focnnla(o 
(8)) is only approxionie in dus caae. 

Tlie nonnal and lognoiinal nKMBs yield estnnaiss of die expected cnd^)f*fenod sntphis of dK i 
in die sample. Howe¥ef, onr ultiniaie obfecti¥e istb estiBiaie die anwunt of daJBK piid. Tlw anwnnt of ( 



E{L,\Q^M •Pi^iU' E(Xi\<U.^ m 

Tlnit is, die expected p^fiiieute<|oiU die wsonreesaidieli^inniH^ of die period naunt die expected anwwni of 
SHplns ai die end of dK pei io d . 
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Mr. Chainnan, 

I would like to thank you for holding this hearing to further study the oqpacity of 
the reinsurance industry and to explore other reinsurance options other than a broad new 
government program. 

While I understand that the private insurance and reinsurance industry currently 
would face tough challenges should a catastrophic disaster occur, I fear that this condition 
could be exaceibated following federal involvement in the insurance market. 
Additionally, I am concerned that government crowding-out of the private insurance 
market woidd be create a huge liability for American taxpayers. 

My biggest concern is that, under H.R. 21, my constituents in Wisconsin would 
be cross-subsidizing the residents of Florida or North Carolina or California, who chose 
to build their homes in areas of higher risk to hurricane or earthquake loss. This aheady 
happens at the state level in disaster-prone states and is one of the greatest reasons for the 
shortage of affordable private insurance in these areas. 

At the state level, where private insurance markets are regulated, several states - 
and usually those most often cited for availability and affordability problems - have 
mandated that all homeowners buy disaster insurance of some type and that all insurers 
provide it at a given premium. The homeowners, who choose to build or buy a home on 
a fiuilt-line or in the path of violent ocean tides, should pay a much higher premium than 
homeowners who choose to build in safer areas - if realistically allowed to build in the 
riskier area in the first place. But with government intervention such as price controls or 
mandated coverage, those with the highest risk no longer pay premiums that correlate 
with their loss should it occur, while the less-risky homeowners now pay more to help 
subsidize those who Uve in high risk areas in order to keq> the insurance companies 
solvent 

As more state mandates are placed on private insurance companies, the insurance 
companies quit selling in these states, leaving only a few large conq;)anies to supply 
insurance to everybody. With such great exposure, it is no wonder that certain conq>anies 
are clamoring for a federal backstop. Federal reinsurance would not fix these underiying 
problems. Before Congress considers a new federal program such as that laid out by 
H.R. 21,1 believe we should look into why we need such a program in the first place. 

Over-regulating the insurance market keeps new insurers out of the market that 
could increase the availability of coverage and take on a share of the catastrophic 
exposure. By reforming state insurance regulations to encourage greater conq)etitiQn 
b^een private insurers, homeowners would have more options in premiums and 
services and companies would have others selling hi the state market sharing their 
liability. 

Furdier, we should not underestimate the capacity of the private reinsurance 
market Recent studies have shown tiiat diere is an overabundance of reinsurance 
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oqpacity in the United States. According to such studies, there is qiproximately $20 
billion of catastrophic insurance capacity available per region, per event, not including 
the reserves of the primary insurance con^>anies. 

For every well-intended manipulation of the private insurance market, there are 
many unintended consequences. I would like to see exploration of private industry 
solutions exhausted. I believe that solutions exist within the private reinsurance inaiket, 
and we should encourage their development over govenuneot intervention. However, if a 
solution cannot be found, I would like to see state or regional options investigated before 
Congress creates a broad federal program. At the very least, I would like to see RR. 21 
incorporate higher triggers to activate a federal response. 

I look forward to working with Chairman Leach and Mr. Lazio on this issue. 

Thank you. 
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EMBARGOED UNTIL 9:30 A.M. EDT 
Text as Prepared for Delivery 
Jaly30,1999 



DEPUTY SECRETARY OF THE TREASURY STUART EIZENSTAT 
HOUSE BANKING AND FINANCIAL SERVICES COMMITTEE 



Chainnan Leach, Representative LaFalce, Representative Lazio, Representative Frank, 
Members of the Committee. Thank you for providing me the opportunity to discuss with you the 
important issue of disaster insurance. 

Let me begin by complimenting Representatives Lazio, McCoUum, LaFalce, Frank, and 
other members of the Committee for the bipartisan leadership they have shown in facilitating the 
deliberations on this proposed legislation. Your skill, insight, and perseverance will lead to a 
better legislative outcome than would otherwise have been achievable. 

I. Review of Principles 

That we are again here with you on the issue of disaster insurance demonstrates the grave 
importance that we all attach to it. Although no piece of legislation can ameliorate the human 
costs of such disasters, the Administration remains convinced that a well-designed reinsurance 
program for homeowners* losses could help provide the foundation for communities, individuals, 
and the private markets on which they depend to make a sound recovery in financial terms. Our 
approach to this issue reflects the conviction that a policy we adopt prior to a catastrophic event 
will not only serve the public interest better than one adopted in die immediate afteimath, but 
also enhance the ability of private insurance markets to cope with the threat of loss from such an 
event 

The characteristics of natural disasters make their risk especially difficult for insurers to 
handle: they happen only infivquently, but when they do occur, they can be exceedingly 
expensive. Reflecting this difficulty, prices for disaster reinsurance for homeowner tones can be 
very high measured in terms of expected kMses, and prices can spike - and markets shrink - for 
a considerable period of time following a disaster. 

Because of their tremendous capacity for absortnng kMses, we view the capital markets. 
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in which disaster ritk incieatiQgly can be bought and tokl lite 

complement to the traditiooal letnsunnoe industiy. Wehavecloaeiymoittloiedthedev cl op m c al 

of capital markets. P^jft^tit pwi^w ■■ gnnnnragM ■■• in mir hrfirftkat iniirift^ ■arnwtiyaiSnaif jn 

capital markets will be a significant part of well-functioning markets fer disaster risk in Ibe long 
run. But we are pemiaded that aproblcm still remains in the interim - while the volume of these 
securitizations builds. A carefully designed FedenlmvolvcmenCmsy be Me to alleviate this 
problem. 



Three considerations argue fer prudent, interim partidpntion of the Federal I 
in the market fer disaster reinsurance. Firrt, the Federal goveimnent is umquely capable of 
spreading risk across the poputation and over time. The capacity oftfae Federal govemnent to 
gatfier resources fixxn a wide base nir tte purpose of mectmg short-lenn ooia'mgtncic* dwarfr 
that of any single private sector entity. Second, the Federal govennnent would hkely bear part of 
the cost associated with s ta NHym g distressed insunncemarkiete ma truly ca ted ysunc event 
regardless of whether l^islationoftfae type rnwhefixetlK Committee is enacted. Finally, 
prudem participation at this stage of devekipmeat insy enhance the Mlity of private markiete to 
deal with these risks. 

It is essential that ariy Federal mvolvement be guided by a set of common-sense 
princq>les. Secretary Sununers has defined them m previous testimony to you. Letnte 



Federal invcrfvcment ansr support, nots^^ipkBtt^ private i 



- it must be partial, applying only to true catastrophes that the p r iv a te maricet is not 

capable ofhandKng; and 
~ it tmist be strictly trsnsitiond, phasing out as private markets develop. 

Federal iiivolvement awsf jAore; NOT jaftsMfise risk 



~ Federal invcrfvcment s h o ul d create new capacity to sbooib risk, bat that 
involvement tmist be at no jwr coar to the taipayer 

n. WhcK We Are Today 

We see the l^islation now before the ComnuHee as a generaDy positive step fin ^.^ « 
ov view, tlte proposed l^islation constructively and creatively responds to tlte difficulty fined 
by both state fimds and private entities in purchmii^g reinsurance against their hage. bat tow- 
probabifaty losses on homeowners msursnoe. The bill has unproved as it has moved through fite 
legiilariw process. That said, we remain oonoenedibout some aspects of the bifl. Wehave 
aneaqiled to srtictttale clearly our oonoenv with fite biO at every stage of fite process and to week 
with slafftoesqiloremesns of reaohoiv those ooiKetns. WekwkfixwardtoooatinBingthai 
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approach, woridng with Meaiben of the Committee on both sideaof the aisle. 

Let me now turn to the specifics of the proposed legislation before you. In brief, H.R. 21 
would have the Federal govenmient sell excess-of-loss reinsurance to qualifying state funds, and 
auction industry excess-of-loss contracts to eligible private or state purchasers for losses above 
certain threshold amounts incurred on residential policies. The bill would establish a Disaster 
Reinsurance Fund that would receive all premium income and the proceeds of any borrowing 
done on the program's bdialf; and would disburse payments in the event of qualifying disasters. 
It would establish a Commission for the purpose of advising the Secretary of the Treasury as to 
the appropri ate price for the reinsurance sold to the states as well as the minimum price at which 
insurance would be provided through the regional auctions. 

m. Oatstanding Conceins 

We continue to be concerned about several aspects of the proposed legislation. Our 
concerns are derived fix)m our desire for legislation that addresses the market problem and fidfills 
our public stewardship responsibility. We know you share that desire. 

Let me enumerate the most important of these concerns: 

Cap 

The proposed legislation would cap annual payouts under the program at $25 billion. 
The bill provides that, if claims in any one year were to exceed that amount, each claimant would 
receive a prorated portion of the $25 billion. 

As you know fix)m Secretary Summers* previous testimony, we share your objective of 
developing a fiscally prudent piece of legislation. Moreover, we believe that a hard limit on the 
potential draw on the Treasury is an essential component of fiscal prudence. However, as 
Secretary Summers testified in 1998 and as we explained in communications to Subcommittee 
staff, after careful study, we have concluded that die cap on annual insurance payouts may not be 
the best mechanism for limiting the Federal liability. To see why, consider what would happen if 
a covered event were to occur. In the afteimath of such an event, people and communities in the 
affected area might be financially devastated, and the insurance industry mi^t be under great 
financial stress. It would be difficult for the Federal govenmient to withhold payout on claims 
under this program on the argument that such payout mi^t later need to be pro-rated against 
claims from another event 

If a second event were to occur within the same insurance year, it is entirely plausible that 
future Congresses and Administrations woukl make full payment on all claims stemming fiom 
the second event, notwithstanding the requirement to pro-rate. The only alternatives would be 
either to recall monies that were paid out pursuant to Uie first event, or impose the full burden of 
the annual cap on the victims of the second event Neither alternative seems realistic. 
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Thus, a real iKMiibUity u that the iosunBioe would be pr^ 
lliattheaiiiiiialcaponp^oiilswoiildliokl,wUleinpnKtioeitwoiiM In eiaenoe, the 
premium would be aet too low. The Federal govenmient and the American taxpayer diould not 
be placed in this potition. 

We ationgly fhare the motivation that teougfat this provision into the cuntnt draft 
legislation, but we believe that it is possible to design a more eflGxtive mechanism lor limiting 
the Federal liability and ensuring fiscal prudence. One possible approach would mvolve limiting 
the amount of insurance to be sold rather than the amount of payout to be made. Briefly, a 
mechanism along these lines would woik as follows: Contracts sold under the legislation would 
cover 50 percent of any losses above the threshold levd that triggers the Federal payout, up to an 
upper limit corresponding to the dollar amount that would be lost in an event of aome more 
remote probability. For the sake of illustration, one could consider setting the upper limit st the 
dollar amount corresponding to a one-in-SOCV-year event 

For example, if the 1-in-lOO loss in a region were $12 billion and the l-in-500 loss were 
$48 billion, the Federal liability in the region would be capped at half the dififerenoe between 
$48 billion and $12 billion, or $18 billion, and this loss would occur only if the industry actually 
purchased all the contracts they were offered. 

The aggregate maximum Federal payout could then be computed as the sum of the 
maximum obligations in each state and region. The prelimiiuffy data we have indicates that if the 
upper limit were set at the dollar amount associated with a one-in-SOCV-year event in each state 
and region, the maximum Federal liability in any given year would be on the order of $50 billion. 
Under this approach, the maximum Federal liability is easily dialed up or down by adjusting the 
probability associated with the upper limit. The probability of hitting this cap would be 
extraordiriarily small. 

Three aspects of this approach are worth emphasizing. First, and most importandy, it 
would provide a realistic guarantee of fiscal control over the losses that might be sustained under 
this program. Second, it would have the virtue of providing a natural means of allocating 
coverage between the two fimdamental branches of the program, and ~ within each brsnch ~ 
among the various states and regions. In the draft legislation as it stands, the mechanism for 
allocating coverage across states and regions is not spelled out Third, the dollar figure giving 
the maximum possible loss under this approach is conceptually different fiom Ae dollar amount 
of the cap embodied in the current draft of the legislation. Put simply, the conceptual difference 
is this: Under the draft legislation, an undefined amount of insurance would be sold, but the 
Federal goverrunent in some cireumstances ostensibly would make good on only a part of what 
was sold. Under the approadi we are proposing, the government would sell only a limited 
amount (^insurance, but, having sold it, would make good on all of it. 

In sum, our objective is to propose an even more effective tool for fiscal control than is 
contained in the currem draft of the legislatioiL We have held extensive discussions with 
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committee staff to lay this proposal out for them. The appendix explains our proposal in more 
detail. 

Appropriated Payouts 

The proposed legislation would require that all payouts fix>m the Fund and bonowings by 
the Fund be subject to Congressional appropriations. 

We believe that all involved in this process intend that, if the program is established, the 
government should meet its financial obligations under the program, in full. However, the 
requirement that payouts be subject to appropri ation would cast a shadow over the certainty of 
full payout, and could therefore limit the number of bidders and possibly dampen their 
aggressiveness in bidding. The net result could be that the Federal government receives less than 
the value of the risk that it assumes.. 

The concern can be addressed by striking the requirements for iq)propriations of payouts 
and borrowings. This would create the greatest clarity and certainty among all the parties to the 
contracts, and thereby ensure that the government obtains the most favorable price for the 
reinsurance provided. And it would bring the provisions of this bill into line with th^ approach 
taken under a number of other Federal insurance programs, including deposit insurance, pension 
guarantees, flood insurance, and crop insurance. Payments for eligible claims under these 
programs are made fix>m program reserves and receipts and, when necessary, borrowing fixnn the 
Treasury under authority granted in authorization law, and do not depend on appn^riations. 

Continued Purchase Requirement 

The proposed legislation would require a state program participating in the Federal 
program to continue purchasing reinsurance fix>m the Federal program in the event that the state 
program were to receive a payout fix>m the Fund that caused the Fund to borrow fix>m the 
Treasury. Such borrowing would happen if the payout to the state program either caused the 
balance in the Fund to go below zero or took an already negative balance down further. The state 
program must continue to purchase the reinsurance until the borrowed funds are repaid. 

This provision raises some difficult issues. For one, it could further burden an already 
stressed state program in the aftermath of an event. Further, there would be the possibility of a 
scenario, not unlike the one that causes us concern over the annual cap, in which the requirement 
would be waived. If a state has experienced a huge disaster, and needsto devote scarce resources 
to promoting recovery, the additional burden of continuing to make premium payments may be 
viewed as untenable by future Congresses and Administrations, and might thmfore be w^ed. 
In this case we would have been inad e qu ate ly compensated for the reinsurance we woukthave, 
in fact, provided. 

This provision should be eliminated because, like the pro^rating provision, it could place 
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the Federal govenment in an extremely difficult poaition. We could, however, auggeal an 
alternative that could both adhere to our principles and be consistent with the intent of this 
provision — to give Treasuiy the option of offering multiple-year, as well as one-year, contracts, 
if maiket conditions indicate that such contracts would be app rop ri ate and desirable. 

IV. Triggers 

The threshold **triggei^ levels for a Federal payout are an extremely important parameter 
of the proposed legislation. They must be designed to strike an appr o pri ate balance b e tween two 
very important considerations. On the one hand, the triggers should not be set so high that the 
program is irrelevant for either state programs or private participants. On the odier hand, as I 
mentioned at the outset, a key principle for us has been that Federal involvement in this market 
should not crowd out private sector activity. This pi ogram should insure only losses of true 
catastrophes that the private market is not capable of handling. 

Operationally, it would be difficult to strike the right balance between these two 
considerations. In part, diis difficulty reflects the fiict that the appropriate trigger level will be a 
moving target, changing across tune and by risk, according to the state of reserves in the 
traditional reinsurance industry and the state of development of cqyital markets, among odier 
Actors. 

We obsenre in this connection that Congress has wisely chosen to delegate to die 
Secretary the determination of armual adjustments to the trigger levels, but did not explicitiy give 
the Conunission a role in advising the Secretary on diis issue. This strikes us as an issue where 
advice fiom the Conmiission wouM be welcome and constructive. A modified approach that 
allowed for such a role on the part of the Commission wouki further make sense because it 
woukl rriore rieariy parallel die process outliried for dealiiig with die armual adjustments to the 
estimates of expected loss. 

Overall, there is no easy answer on the issue of setting the triggers, but it must reflect a 
sensible balancing of competing considerations. Accordingly, we strongly encourage this 
Committee and the rest of the Congress to continue in your process of consultation with aH 
interested parties. 



We want to flag for the Committee's a tteat i on one tiiueofa more operational nature, in 
particular, you aliould be aware that, given the confrteuty of die undertaking, a consideiriile 
leqgttioftiinewiUbeiBquiwdtobrii|gdiefollpw^gr«n,anddieiBquiwd d c< fe 
line. There win aoeofdingly be an issue widireqpeet to pi^iQg start-up coats. Therewillbea 
period while uie Treasury prepares to ooRr die progranit wichiuing developuig die appropnale 
oiganization, hiijng staffs and tff^ring ipalified ooobacton to define die exposure to km; and yet 
no iDsunneewai have been told. WcBmstbeais uw dofackarmedMBiwiforftuidiagdieae 
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costs. As a practical nuittar, we ccHild use the proposed borrowmgaiitlm 
to be repaid fiom eventual receipts from the sale of disaster leinsumice,. 

VL CoBctasioB 

The Clinton Administration has long recognized the importance of improving the nation*s 
ability to deal with natural disasters. While our list of concerns may seem long, all of our 
suggestions derive fiom our two core concerns: that relief for insured homeowners not come at 
the expense of taxpayers, and that any Federal program share risk and support private maikets. 
We believe that we idl share a clear recognition of the importance of moving forward. The 
cunent proposed legislation provides a sound foundation for progress in this area, and we look 
forward to working with Members of this Committee, its stafi^ representatives of industry and of 
affected communities, and with odier stakdwlders, to resolve these issues. 
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Appendix 
Capping Federal Payouis 

The proposed legislation would cap annual payouts at $25 billion. The bill provides that, if 
claims in any one year exceed that amount, each claimant is to receive a prorated portion of the 
$25 billion. After careful study, we have concluded that this provision is an imperfect 
mechanism for limiting the potential draw on the Treasury. As the body of the testimony 
describes, the proposed cap would place the Federal government in a difficult situation. If claims 
of more than $25 billion were to be lodged against the government, future Congresses and 
Administrations would face enonnous pressures to make good on the fiill amount of tfiose 
claims, notwithstanding the requirement to prorate. 

We believe that an effective mechanism for limiting the Federal liabiUty and ensuring fiscal 
prudence is an essential feature of fiscally prudent legislation, and we are confident that such a 
mechanism can be devised. One approach we have been exploring would involve capping the 
amount of insurance to be sold rattier than the amount of payout to be made. Under this 
approach, the total amount of insurance offered to each state would equal 50 pocent of the 
difference between (a) a threshold trigger level(essentially, a ''deductible**), and (b) an upper 
limit loss. The bill sets the threshold trigger level at the greater of (a) the amount that would be 
lost in a 1 -in- 100-year event, (b) $2 billion, and, for existing state programs, the claims paying 
capacity of the program; the bill also provides for certain transition trigger levels. The upper 
limit loss could be set similarly at the amount that would be lost in some less probable event, 
such as a l-in-500-year event. 

• For example, if the 1 -in- 1 00-year loss on insured residential property in Missouri were $4 
billion, and the l-in-500-year loss were $8 billion, then the total amount of coverage 
offered to Missouri would be half of the difference between $8 billion and $4 billion, or 
$2 billion. 

Coverage would be allocated between the state programs and the regional auctions in proportion 
to the share of the industry risk in each state that the state program (if any) covers. 

• State with 100 percent state program: If a state elects to create a state program that, as a 
matter of poUcy, reinsures every insurance entity with exposure to residential property 
losses in ttie state for all its losses above the deductible, we propose to offer the fiill state 
allocation to the state program. Because the fiill amount of coverage for the state had 
been offered to the state program, nothing attributable to this state would be offered in a 
regional auction. 

• No state program: If a state elects not to create a state program, we would attribute the 
fiill amount of that state's allocation to the applicable regional auction. If Missouri chose 
not to establish a state program, we would add $2 billion in total insurance to the auction 
of contracts for the region covering Missouri. 
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policy, does not leiiisiire all residential exposure in the state. For example, the state could 
allow private insurers operating in the state the option (hut not the obligation) of 
purchasing reinsurance with the state program. U; as a result, the state program bore two- 
thirds of the aggregate exposure to losses in the state fiom catastrophes above the 
threshold trigger, we would offer two-thirds of the state's total allocation to the state 
program, and would attribute the remainiiig one-third to the regioiMl auction pertinent to 
the state in questioiL Ifthe state in question were either California or Florida, lor which 
we are directed to hold state auctions, the amount available in the auction would simply 
be the one-third not oflfered to the state program. Ifthe state in question was covered by a 
multi-state region, the total amount offised in the regional auction would be incremented 
by the one-third not oflfered to the state program. The total amount of insurance offered 
in a multi-state regional auction would simply be the sum of the obligations that would 
have been sold to the states, had diey been treated as individual entities. 

Under this approach, the total Federal exposure would be capped at the sum of the obligations 
sold to each state and region. If we set the upper limit at the l-in-500 loss, the rough calculations 
we have performed suggest that diis total could be on the order of $50 billion. Reducing the 
upper limit, to, say, the 1 -in-400-year loss, would lower the cap on the annual Federal payout 
Raising it, to, say, the 1 -in- 1000-year loss, increases the cap. Of course, the total maximum 
Federal exposure could be set at any level the political process feh was best. Theproblemfor 
modelers would be simply to deduce the probability associated with that cap, and hence the 
allocation of coverage across states and regions. 

The probability of hitting diis cap would he extraordinarily small; the cap would be hit only if 
every state and region bou^t its foil allotment of contract protection, and huge events happen to 
every state in one year that cause the maximum payouts to be made. 

An ancillary benefit of the approach sketched here is that it provides a natural method of 
allocating coverage across states and regions. The legislation as currently drafted does not 
address that issue. 

-30- 
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Explanatory Notes 



• The legislation as currently drafted seeks to limit the government liability by capping 
tbt amount that would bt paid. Our concern is that this cap might be busted under 
pressure of multiple disasters. 

• Under the alternative proposal summarized here, the government limits its potential 
liability by capping tbc amount of insurance offered. 

• In the accompanying diart illustrating die alternative approach, die deductible amount 
is set at die loss associated with a 1-in-lOO-year event 

• The ceiling amount is set at die loss associated with a l-in-500-year event 

• The government's maximum exposure in each state is SO percent of the difference 
between die ceiling and die deductible; its aggr^ate maximum exposure is the sum 
of these amounts across states. A loss of this magnitude would be experienced only if 
all inturanoe offianed were actually purchased, and an event of sufficient aize 
occufred. The private market remains exposed to die remaining 50 percent 

* The aggregate government exposure can be set in die l^isUtion. Separately, 
Treasury wottkl adjust die level of the deductible after die firrt year, taking inio 
account devetopments in private market capacity and other hdon. 

^ The ceiling amount would foUow as an implication ofdie desired aggregate exposure 
and ttie deductible level. 
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INTRODUCTION AND SUMMARY 

My name is Roger Joslin. I am Chairman of the Board, State Farm Fire and Casualty 
Company, the largest writer of homeowners insurance in the United States. 

State Farm strongly supports a federal role in providing a financial backstop in the event 
of very large natural catastrophes. H.R. 21, the Homeowners' Insurance Availability Act of 
1999, represents a very sound approach to the natural disaster issue. It reflects many 
improvements over earlier versions and includes helpful reconunendations from the Treasury 
Department. We complement the Conmiittee Chairman, the Ranking member, Mr. LaFalce, 
Housing Subcommittee Chairman Lazio, Representative McCollum, Representative Bentsen and 
other conunittee members from both sides of the aisle for their continuing efforts on this 
important issue. 

There are several principles that should be followed in developing legislation in this area. 
First, the resources of the federal government should be called upon only rarely; for example, 
only for events approaching the magnitude of Hurricane Andrew and the Northridge California 
earthquake, or events likely to occur less frequently than once per 100 or more years. Second, 
the price of federal backstop mechanisms should properly reflect expected losses—no subsidies 
for catastrophe prone areas- while recognizing the superior capacity of the federal government to 
absorb the timing risk of mega catastrophes. Third, the backstop mechanism should have 
continuity so as not to evaporate during or following a major event. Fear of a second event may 
be even more disruptive of market mechanisms than concern about the consequence of a first 
evem. H.R. 21 meets the first two principles head on. It also recognizes the third principle's 
importance, but can be strengthened in this regard. 

A 100, 500, 1,000, 10,000 year evem by definition occurs vay rarely. Yet such an event 
could happen tomorrow. All those with a stake in this issue ~ the insurmce buying public, the 
states, the private sector and the federal government *- must play a role in crafting a solution. 
Now, when the countiy is free fiom the trauma associated with a major catastrophic event, is the 
time for Congress to enact legislation creating a meaningful Federal-state-private partnership to 
lessen the impact of disasters. 

THE PROBLEM 

According to well accepted estimates, insured losses fhmi major natural catastrophes in 
several regions of the country such at California, the Southeast including but not limited to 
Fk>rida, and the Midwestern earthquake zone, could reach as high as $75 billion to $100 billion. 
Events of this niagnitude fitf exceed the claims paying capacity of most private insurers and all 
existing state funds. Other regions filing potentially de^istating catastrophic losses inchide the 
upper Atlantic Coast, ranging fiom New Jersey noftfi, the Oulf States, ranging fiom Texas east, 
and the Pacific Northwest Smaller markets with very high potential k>sses relative to their size 
include Hawaii and Alaska. 
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A large segment of the U.S. population resides in disaster prone areas and due to 
considerations such as climate and job growth that proportion is growing. Florida provides an 
excellent example of this trend. According to Florida's Department of Community Affaurs, 
during the last active hurricane period (1930 to 1950) the population ranged from 1.47 million to 
2.77 million. Today, Florida has nearly 15 million residents of which nearly 80 percent live in a 
coastal county. Moreover, 6.5 million people live within five miles of the coast. California, 
Texas, Long Island, New Jersey and the Southeast have experienced similar trends. These trends 
and the relatively high value of real estate in these areas create the potential for mind boggling 
catastrophic losses. 

While we can point to the New Madrid earthquake of the early 1 800s, the 1906 San 
Francisco earthquake, the 1938 Long Island hurricane, Andrew and Iniki in 1992, and Northridge 
in 1994, as examples of major catastrophes, none of these represent the worst that can hapjpen. 
Further, the relatively small number in our consciousness brings home the fact that the largest of 
natural catastrophes are very infrequent occurrences. 

Yet after Iniki, Andrew and Northridge, the homeowners insurance markets in Hawaii 
and major parts of Florida and California became dysfrmctional. State-sponsored mechanisms to 
assume and pool the most severe risks were the responses necessary to reopen insurance, and 
thus real estate, markets. 

These necessary, but limited, mechanisms would barely be able to respond to events the 
size of Andrew and Northridge, let alone the very possible much larger catastrophes. They 
would for many years have absolutely no ability to cope with a second event The California 
Earthquake Authority currently has the capacity to pay up to approximately $7.25 billion in 
earthquake losses. The Florida Hurricane Catastrophe Fund currently provides approximately 
$1 1 billion of reinsurance coverage to prinuiry insurers. All but $2 to 3 billion of this is 
supported by authority to impose post event assessments to repay loans, not genuine prepaid risk 
transfer. The Hawaii Hurricane Relief Fund would not be able to pay all the claims from another 
Iniki (which hit the small island of Kauai) let alone a severe storm hitting Honolulu on Oahu. 

Capacity/Price 

Theoretically, there is more than enough capacity (capital) in private markets to 
insure/reinsure the worst of natural disasters. Reality, for a number of reasons, is otherwise. 

Primary insurers in the aggregate have substantial capital, but relatively little of it is 
devoted to homeowners insurance in mega catastrophe prone areas. Many companies do not 
insure homes. Many which do, do not write in the *'break the bank** areas. One factor 
discouraging companies from writing in these areas is politically motivated rate suppression. 
Those who do write homeowners insurance in these areas restrict their exposure due to limited 
capita] or concern about earnings volatility. 
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The entire capital base of reinsurecs is not large and they must balance their portfolios. 
Only a fraction of their capital is available to assume risks in any single area. 

The capital markets-pension funds and other institutional investors—have large financial 
resources, but very little of it has reached the catastrophe insurance market And the price has 
been high~8.2 times the estimated annual average loss cost in the largest transaction to date. 
Other transactions have been priced at levels of three to seven times the estimated annual 
coverage loss costs. After a major event, the price of such securities, if available at all, most 
likely would be higher. 

In response to a specific question posed by the committee, one or two years of 
profitability, or three years without an event of the magnitude of the Northridge earthquake, 
changes nothing in regard to the need for federal financial backiq> for events having an 
occurrence likelihood of less than once in 1 00 years. I am reminded of commentary in Florida to 
the effect that, except for a single isolated event, the insurance business in Florida has been 
profitable. That single isolated event consumed more capital in half an hour than State Farm Fire 
•nd Casualty had accumulated countrywide in its 60 years of existence. 

Risk of Ruin 

Actuaries have formulas placing prices on exposing pools of capital to the risk of ruin 
(bankruptcy). As one could expect, the owners of capital expect a higher return when there is a 
risk of total loss. 

Too often financing of a natural catastrophic loss is described as accumulating the funds 
necessaiy to pay the loss over a period of years. Unfoitunately, a 100-year event can occur in the 
first year. Even more frightening, so can a 10,000 year event No private enterprise can earn a 
competitive rale of return in the business of insurance sitting on this quantity of stagnant capital. 

United States tax policy further aggravates the problem. In most years, insurance of high 
magnitiidri tow incidence events generates tax liabilities on profits that really do not exist Yet 
in 1997 the loss cany- back period was reduced from three to two years. Even if the proveibial 
too year event were to occur at the statistical niid-point of 50 years, 49 years of profits would 
have been taxed with only two of those years being available for reooveiy. 

THE SOLUTION 

As Jack Nicholson, director of Florida*s Hurricane Catastrophe Fum^lestified before the 
Housing Suboonunitlee, "A federal b a ck stop it n eeded for pre-evenc landing for a future 
catas t r oph e . Stales can only do so much on their own. It is much wiser to have an established 
iclati o ni h i p among the private uisuranoe naifcet, state prognuns, and the federal government 
hefoie a cMasdophe...'* H.R. 21, the Homeowner's Insunaice AvaiUbility Act of 1999. aeates 
It*s most inpoftamfennHcs are: I )fedefil reinsurance for the a 
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funds set up to insure or reinsure catastrophic risk; and 2) a price based on estimated average 
annual losses plus a reasonable margin for the contingency of loss estimation error. 

In regard to the federal financial backup of private insurers, State Farm does not support 
the Federal government providing individually negotiated reinsurance on a company specific 
basis. H.R. 21 avoids this quagmire. State Farm does support the concept of an auction of excess 
of loss contracts to private insurers, reinsurers and even the capital markets pn a state, regional or 
national basis. Because market imperfections and failures have largely been in the area of 
residential insurance, if choices must be made, backup priority should be for residential 
insurance. However, the very largest estimates of potential catastrophic losses clearly include 
insured commercial property losses. Even though State Farm has a relatively small non- 
residential property insurance portfolio, we urge consideration of extension of the excess of loss 
contract concept to include non-residential property insurance coverages. 

As the Treasury Department has suggested, one aspect of H.R. 2 1 which could be 
strengthened is the commitment to fully fund the large losses, which fall within the scope of the 
federal backup promise. The potential for a second event seriously disrupts markets. Florida has 
recognized the importance of funding the second event by its enactment of **Second Season" 
legislation to partially recapitalize its Hurricane Catastrophe Fund. If a major stoim depleted the 
fund, there would be a partial recapitalization, but it would not occur until the next hurricane 
season. Moreover, only $5.3 billion in capacity would go into the fund, which is clearly 
inadequate to address a major storm. Again, no single state, even if it has significant private 
sector support, is equipped to handle a series of major events. This includes multiple mega 
events in the same year. The mere possibility of unfunded catastrophic losses sends tremors 
through the insurance and lending communities. Last year, the committee took a step in the right 
direction by including language permitting the Treasury Department to offer reinsurance 
purchasers the option of buying similar coverage upon the exhaustion of the purchaser's original 
contract. Along these lines, the Committee should also consider transforming the bill's $25 
billion limit on the federal backstop from a per year to a per event limitation. 

In conclusion, I want to thank the Chairman for holding this important hearing and giving 
me the opportunity to appear before the Committee. There is an urgent need for federal 
legislation to address the natural catastrophe issue. Major weather and seismic events are 
increasingly likely and the number of citizens exposed to these hazards is escalating. The federal 
government has a critical role to play in this process in partnership with the insurance buying 
public, the states, and the private sector. It should enact meaningful legislation, such asrH.R. 21, 
to create a meaningful federal-state-private partnership to lessen the impact of these disasters. 

I would be happy to respond to questions from members of the Committee. 



Digitized by 



Google 



MtaHHpiki 



tBamammaE^mmmBtl 



Goodlf I - a li^flHBiiBi 

HJL 2U IhcHMMiiHiiB 



llailkvii^M 



As yn kOT. IfiHi^ppi fcHiB 



»klN9. AiHafi 



I SI J I 



Et»lt93B 



AkM^ami 






tawmmmmgwrnOaA 



Digitized by 



Google 



848 



Thli(iulf(HiM(iliVtryvi^tiltintuniiceBitfket Nfmy companies are continually changiiig 
Ihatr undtrwHIini illtltt(«ls This cycle creates a disruptive maricet and reflects die underiying 
tiiu««ortnx)|Mirty««vv^|Mii^Mi^^ The 

MtM(Mi|^ V^lvWIiiMW^ IMarwriting Association 

i>l^(H IHk^l<tHV«M^ «M^^ Thisisasa 

tfi^ V^ 1K«W#«^|^^^^^ |^>Mh in titt 

MA)^V(V#i« «hMli«M« is the abi^^ Because state 

i^i^HlM»^<M<|f<»v» wwM M ia > u e^^ flie United 

>^^m»i>>, ^ ^ iiiiii>!i? l fii»\ii4eyMi>w<iifip» k M i1 mi ia n i 

"VA" >» iMam | f i Final 

^tV^vR^iia^'^ vNMffCMoa «a 4aiF 9 

tJli^4Ml:9r^«iMayMcs^K>JBid«A)p«vOTcniIIoo6L llK%)an«deKnBiMd«BB4Be«Dte 

*lK«ti»r la lilt wnyi«r ad ac««fi^ of cflttSDnin «a^ 



^Mvrwikx iMslNftwti 



aaieas ■■aa j mmmmetsmi^maK&^mdit>p^fat 




Digitized by 



Google 



-OtiSmimmikhmmmBtV^atmtmmtpi 



iMt AftMHiMH^« 



Wee 



oriMolvi 



IkeHoriiii 



11 ■ 



In 
t»y«ilii 



vArnkmnLmnn itiwclypopyiiied woof Hie UitrtSlHw, C&mM^,9KkmwmkmmM 
iD9CMdHi«ielollieiiiailDettiiraiislioutllieoou^ HJL 21 cm Mp lo i 



in moft cafes are muhi-ftateevenli. This means thai it ii likaly thai Inaunmoi 
in aevciil stales can be affected by a single slonii. Evan whan Ilia dami^ is conlUwd lo 



Digitized by 



Google 



260 



a single State, the cfiGKtoo the insuraiiceiiudcet can be regional as WW It 

makes sense that tiiere is a federal iM ogr am to deal with die problem comprehensively, ralfaer 
than leaving each state to handle the crisis akme. 

As the committee delibentes H.R. 21, 1 would ask you to oonsido' a particular issue ooncenung 
the sale of reinsurance contracts sold through federal auction. Under the current language, 
contracts are sold on a regional basis. Companies which only write in Mississippi, fer example, 
would tie required to purchase contracts covering k>sses that mi^t occur in nei^iboring 
Alabama or Louisiana, even though they write no business in these areas. A feirer optkm would 
tie to allow these conqianies to purchase coverage priced solely on die basis of their single-state 
exposure. This approach would be feirer to all parties, but particularly to smaller domestic 
insurers which might otherwise not have sufficient incentive to participate in the program. It is 
also important that the triggers in the bill be kept at areasonable level for the same purpose. 

In ckising, I would like to commend die Committee for addressing this matter, which is of real 
concern to residents of the Mississippi Gulf Coast We kiok forward to working with the 
Comniittee arid providiiig whatever technical assistaiice you may require for die success of tfiis 
program. 
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HISTORY OF HURRICANES AFFECTING THE STATE OF MISSISSIPPI: 

*The first recorded hurricane that hit the Mississippi Gulf Coast was October 1, 1893 
killing more people and causing more damage than any previous storm. The storm wrecked the 
seafood industry and knocks out Biloxi, Mississippi's one week old electric light system. 

^November 19, 1906 a hurricane kills 350 people m Mississippi and Louisiana. 

^September 29, 1915, another hurricane left 500 dead in Mississippi and Louisiana. 

^September 19, 1947, a hurricane kills 27 people in Mississippi and causes great 



*June 25-30, 1957 Hurricane Audrey kills 390 people in Mississippi, Alabama, Louisiana 
and Texas. 

^October 4-7, 1964, Hurricane Hilda kills 38 persons in Mississippi, Georgia and 
Louisiana. 

^September 7-12, 1965, Hurricane Betsy kills 74 people in Mississippi, Florida and 
Louisiana. 

^Hurricane Camille hits the Mississippi Gulf Coast August 17 & 18, 1969 killing 144 
lesidaits and resulting in $1.3 billion in property damage in Mississippi atone. 

*Huiricne Frederic strikes September 12, 1979, resulting in milliofiB of doUais dmutgei 
in Miisisiippi alone with more than 400,000 evacuated fiom coastal areas in Miisiisipin, 
Alabama, Florida and Louisiana. 

*On September 2, 1985, Hurricane Elena leaves one death and $10 million in damitges. 

^September 21, 1998, Hurricane Georges strikes the Miitissippi and AUbma Gulf 
Coait 



Digitized by 



Google 



252 



REINSURANCE 
ASSOCIATION 
OF AMERICA 




l301PdBsytvaiaAve^N.W. 
Sate 900 

Wahiq^D.C 20004-1701 
202^S3S-36m 



STATEMENT 



Hearing on 
H.R. 21, the Homeowners Insui 
Availability Act of 1999 



before the 
House Banking and Financial Si 
Committee 



FrankUn W. Nutter 
President 
Reinsurance Association of Amerii 

July 30, 1999 



Digitized by 



Google 



253 



EXECUTIVE SUMMARY - REINSURANCE ASSOCIATION OF AMERICA 

The' Reinsurance Association of America (RAA) believes that H.R. 21 is a sound foundation for 
addressing a federal role in financing natural catastrophe losses. The creation of a federal reinsurance 
program is of great importance to our member companies. We firmly believe that federal 
involvement is a necessary component of any ultimate solution. 

However, the RAA would like the Committee to readdress the level at which the federal Treasury 
assumes ^e cost and risk of a natural disaster. We urge the Committee to fully consider the capacity 
of both the primary and reinsurance marketplace to bear catastrophic risk. We propose that higher 
attachment levels ("triggers") for the government's role be incorporated to better reflect the private 
sector's risk bearing capacity. The RAA believes that such a change will help ensure that the private 
marketplace is not unnecessarily infringed upon and that the federal Treasury is not at risk by 
assuming too much of the cost of financing these disasters. 

CAPACITY IS ABUNDANT IN THE REINSURANCE MARKETPLACE: 

Q There is currently an overabundance of reinsurance capacity in the U.S. Reinsurance broker, 
U.S. Re Corporation, has just released a new report reflecting the current marketplace for 
reinsurance. The July 28 1 999, U.S. Re report states that: ( 1 ) there is approximately $ 1 3- 
$ 1 5 billion of "excess of loss" catastrophe reinsurance capacity in place per region, per event 
in the U.S.; (2) an additional 40 percent of capacity is in place from other forms of 
reinsurance being purchased (facultative, per risk of loss and proportional); and (3) that an 
additional $1 billion of capacity per region is also available from capital markets products. 
These factors would result in approximately $20 billion of catastrophe reinsurance capacity 
available per region, per event. This number does not include the capacity provided by the 
primary industry to finance catastrophes. A Renaissance Re report reaches a very similar 
conclusion about the capacity of the reinsurance marketplace. 

Q Two state panels have determined that there is overcapacity in the reinsurance marketplace. 
In February of 1999, the Louisiana Property Insurance Task Force reported to the State 
Legislature that there is overcapacity in the reinsurance market, without even counting 
capital markets capacity. The report concluded that in Louisiana alone, it is estimated that 
it would take a market loss of over $13 billion to exceed the catastrophe reinsurance limits 
purchased. In February of 1999, a New York Panel on Homeowners' Insurance Coverage 
reported to Governor Pataki and the State Legislature that there is a current 
overabundance of reinsurance capacity in the marketplace and that "losses from a 250- 
year storm striking New York would be in a range of $6 billion. This amount is easily within 
the industry's current capacity to absorb." 

Q Guy Carpenter Inc., a reinsurance broker, reported in November of 1998 that the capacity 
of reinsurance has risen and insurance companies can now purchase traditional catastrophe 
excess coverage above $500 million per event, per insurer, as compared to $200 million in 
1992. 

COST OF REINSURANCE: It has been suggested that reinsurance prices are too high and that is 
why insurance companies are unwilling to expand coverage in risk-prone areas. The cost of 
catastrophe reinsurance is very low and has in fact dropped for five years in a row. 

Q On June 1, 1999, Paragon Risk Management Services issued its Catastrophe Price Index 
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(measure of domestic reinsurance catastrophe prices) and reported that reinsurance prices for 
renewals for January 1, 1999, have dropped for the ninth semi-annual period in a row. 
Paragon^s report concludes that global catastrophe pricing remains under pressure as 
reinsurance capacity exceeds demands in all regions. 

PRIMARY INSURANCE MARKETPLACE: The primary industry is also well-prepared to 
handle the cost of a natural disaster. The Committee must consider the capacity of the primary 
insurers (not just reinsurers) for they are responsible for absorbing some of the cost of a natural 
disaster. Historically, the primary insurers have paid 2/3 to 3/4 of catastrophic claims, passing the 
remainder through to reinsurers. Here are some facts about the primary marketplace: 

Q According to a July 14, 1999, Wharton School Catastrophe Risk Management Study 
analyzing the capacity of the U.S. property insurance industry*s ability to ftnance major 
catastrophic losses, the insurance industty has more than adequate capacity to pay at least 
98.6 percent of a S20 billion loss. For a catastrophe of SI 00 billion, the industry could pay 
at least 92.8 percent. The report concludes that the gaps in catastrophic risk financing 
are presently not sufficient to justify Federal government intervention in private 
insurance markets in the form of catastrophe reinsurance. 

Q According to A.M. Best, insurance industry surplus currently stands at S332.3 billion, an 
increase from 77.1 percent since 1994 after the insurance industry suffered losses from 
Hurricane Andrew and the Northridge Earthquake. Policyholder surplus for the top five 
homeowners insurers, controlling 49 percent of the market share (State Farm, Allstate, 
Farmers, Nationwide and Travelers) currently stands at $87.4 billion, more than doubling 
their surplus over the last five years. 

CAPITAL MARKETS: Capital markets have developed and implemented products to securitize 
insured catastrophe risk and provide additional capacity to insurers ($2.5 billion in 1998). The 
potential capacity should not be ignored or underestimated during the Conmiittee's consideration 
ofH.R.21. 

STATE SOLUTIONS TO THE CATASTROPHE EXPOSURE: The RAA believes that the state 
insurance departments play an important role in the issue of homeowners availability in disaster- 
prone areas. State insurance departments have been worlcing with insurers to allow changes in 
policy coverages and premiums that bring premiums in line with the risk of catastrophes in their 
markets and give consumers options in line with their resources. 

MITIGATION: The RAA believes that bodi the federal government and the state insurance 
department should encourage mitigation in disaster prone areas. Such mitigation will assist in 
mitigating the efifects of a mega-catastrophe. 
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Chainnan Leach and Members of the Banking Committee, it is an honor to appear before you on 
behalf of the Reinsurance Association of America. We conunend you, Mr. Leach as well as Messrs. 
McCollom and Lazio, in particular* for your leadership in promoting legislation to address the issue 
of natural catastrophe exposure and insurance. 

The Reinsurance Association of America (RAA) represents U.S. domestic propeity casualty 
reinsurers.' The creation of a federal reinsurance program is of great importance to our member 
companies. Over the years, the RAA has supported efforts to create a federal role to address the 
issue of natural disaster catastrophe exposure in the United States. Our members firmly believe that 
federal involvement is a necessary component of any ultimate solution to this very impoctam issue. 

H.R.21 is a sound foundation for addressing a federal role in fin a n c m g natural catastrophe losses. 
However, the RAA would like the Committee to readdress the level at which the federal Treasury 
assunies die cost and risk of a natural disaster. We urge the Committee to fully consida' the capacity 
ofboth the primary and reinsurance marketplace to bear catastrophic risk. We propose that higher 
attachment leveb Ctriggers") for the government role be incofporated to better reflect the private 
sector^s risk bearing capacity. The RAA believes that such a change will help ensure that the private 
nuffketplaoe is not umieoessarily infringed upon and that the federal Treasury is not at risk by 
assuming too much of the cost of finaocang these disaslefs. 

RAA PRINCIPLES OF NATURAL MSASTER PQUCY 



The reinsuTMCC industry has maiiaained a copsfatem position on the need for a federal b acks top 
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Providing catastrophe insurance and reinsurance coverage should otherwise be preserved for private 
sector carriers. State government catastrophe fluids^ should only be employed as a last resort. 

That position is rooted in the following principles, which we urge the Committee to adopt as its own: 

( 1 ) natural catastrophe exposures, hurricanes and earthquakes, are insurable risks in the private 
sector; 

(2) government's role should only be to address insurer solvency in the event of a mega- 
catastrophe, hereby fostering private sector coverage and preserving the claims paying ability 
of insurers; 

(3) the risk of natural catastrophes is best insured in a diversified marketplace which avoids 
concentration of risk in too few insurers or state programs; 

(4) the private sector's role, including insurance, reinsurance and capital markets, should be 
maximized and such financing mechanisms fully exhausted before any government capacity 
is provided, state or federal; 



(5) 



the government should encourage, and - where appropriate - fund pre-disaster hazard 
mitigation efforts; and 



(6) any federal proposal should not put taxpayers' dollars at risk when the private sector is more 
than capable of financing the costs of a natural disaster. 

These principles form the basis for the RAA's evaluation of all disaster-related legislation, whether 
they be federal or state proposals. They are founded solely in the belief that the private sector is the 
appropriate bearer of catastrophic risk, but are tempered by the recognition that a natural event could 
occur, one greater than any which has occurred to date, which exceeds the resources of the U.S. 
insurance and global reinsurance industries. 



- A state run tax-exempt trust fund that provides reinsurance to insurance companies 
writing homeowners insurance in a particular state. 
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REINSURANCE CAPACITY ABOUNDS AND PRICES CONTINUE TO FALL 

There is currently an abundance of catastrophe remsurance available in the marketplace today. As 
Standard and Poofs recently reported, there is currently an overabundance of reinsurance in the 
marketplace and the "glut of capacity in the reinsurance marketplace will continue to hold back rate 
increases. Capital is very, very, strong in the reinsurance market." 

Unfortunately, during consideration of this measure last Congress, the Committee relied on a U.S. 
Re Corporation report as to what the reinsurance capacity is in the U.S. Again this year, the U.S. Re 
report is cited as evidence of the limited availability of reinsurance in any single region. That U.S. Re 
report concluded that there was $7 billion of reinsurance available per region. However, several 
considerations apply: (1) it is a 1995 report based on an analysis of the marketplace in 1994 just after 
the Northridge Earthquake (1994) and Hurricane Andrew (1992) and; (2) the report only took into 
account one form of reinsurance, "excess of loss,^" and did not take into account the other forms of 
catastrophe reinsurance available for purchase (facultative, per risk excess of loss and proportional) 
which make up an additional 40 percent of capacity. U.S. Re has just released a new report 
reflecting the current marketplace for reinsurance. (See Attachment A). We urge the 
Committee to rely on this report as extensively as it did in its consideration of H.R. 219 last 
year. The July 1999, U.S. Re Report states that: (1) there is approximately $13-$ 15 billion of 
"excess of loss" catastrophe reinsurance capacity in place per region, per event in the U.S.; (2) an 
additional 40 percent of capacity is in place from other forms of reinsurance being purchased 
(facultative, per risk of loss and proportional); and (3) that an additional $1 billion of capacity per 
region is also available from capital markets products. These factors would result in approximately 
$20 billion of catastrophe reinsurance capacity available per region, per event. This number does 
not include the capacity provided by the primary industry to finance catastrophes. 

The RAA believes that this more recent and thorough data presents a much more accurate picture 
of the reinsurance marketplace. We urge the Committee to consider .the current U.S. Re report as 
well as the following in its consideration of the level of which the federal govenunent should get into 
the business of reinsurance. We believe the abundance of reinsurance in the marketplace warrants 
the raising of the trigger levels in H.R. 21. 



* Excess of loss is one form of catastrophe reinsurance. Excess of loss provides a defined 
limit of coverage that indemnifies the company above a specified loss amount. 
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Q Consistent with the new U.S. Re report, a July 1999, Renaissance Re report (see Attachmem 
B) analyzing the reinsurance marketplace, concludes that: (1) there b approzinuitely $14 
billion in capacity, per cvcflt, per regioB of cxccii of lots reiasuniBce parchaaed by the 

primary marketplace at this time; (2) reinsurers are offering additional capacity in die excess 
of loss market, but many insurance companies have decided to retain the risk on their own 
balance sheet, rather than purchase reinsurance; and (3) in addition to the S 14 billion of excess 
of loss reinsurance available per region, there is additional reinsurance catastrophe protection 
currently being purchased from other forms of reinsurance agreements including, proportional, 
facultative and per risk excess of loss contracts. This additional protection adds approximately 
40 percent more reinsurance being purchased, resulting in approximately $20 billion of 
reinsurance sold per region. This number does not include the capacity of the primary industry 
to finance catastrophes. (Renaissance Re is one ofthe largest catastrophe writers in the world. 
It maintains an exhaustive database of all catastrophe offerings and are considered to have the 
most comprehensive database of catastrophe cover purchased in the U.S.) 

Q In Februaryl999, the Louisiana Property Insurance Task Force reported to the Stale 
Legislature that there is «ver capacity \m tiM reiBtaraace market, without even counting 
capital markets capacity. The report concluded that in Louisiana alone, it is esttmated that a 
market loss of over $13 billion akme would be needed to exceed the catastrophe reinsunuice 
limits purchased. 

Q In February 1 999, the New York State Temporary Panel on Homeowners* Insurance Covemge 
reported to Governor Pataki and the Stale Legislature that there b a eaneat •vcrabaadaace 
•f reiasMnuice capacity ia tiM anrlcctplaoe and that "losses from a 250-year storm striking 
New York would be in a range of $6 billion. This amount is easily within the industry's 
current capacity to absorb.** 



Guy Carpenter, a reinsurance broker, reported in November of 1998 tliat the rciaianuwe 
capacity iuM riNa and insunuioe companies can now purchase traditional catastrophe excess 
coverage above $500 million per event, per insurer, as compared 10 $200 million in 1992. 

Evidence ofthis high ievd coverage came in January 1999 wlien Stale Farm and Renaiaianoe 
Re announced the formation of Top Line Re which will provide $3 billion in high ievd excess 
catastrophe coven^ for non-U.S. business. The maiketii^ plan, aoooiding to press repo rt s. 
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envisions that Top Line Re will make $500 million in high layer, catastrophe aggregate excess 
coverage available per insurer. Even though Top Line Re will not make the coverage available 
for U.S. insurers, its creation means competition is increasing in this sector. 

It has also been suggested by witnesses before the Subcommittee on Housing and Community 
Opportunity that insurance agents are unable to sell homeowners insurance polices because "unnamed 
insurance companies" inform them that it is too expensive to buy reinsurance. The fact is, reinsurance 
prices are very low and have dropped for five years in a row. We urge the Committee to consider the 
following when addressing the catastrophe pricing issue: 

Q On June 1 , 1 999, Paragon Risk Management Services announced its Catastrophe Price Index 
(measure of domestic reinsurance catastrophe prices) and reported that reinsurance prices for 
renewals for January 1, 1999, have dropped for the ninth semi-annual period in a row. 
Paragon's report concludes that global catastrophe pricing remains under pressure as 
reinsurance capacity exceeds demands in all regions. 

Q Guy Carpenter Inc, a reinsurance broker, issued a 1998 report noting that its reinsurance 
placements on behalf of clients continue to indicate a decline in the cost of reinsurance, 
noting that the cost of reinsurance is now close to Pre-Andrew levels. The report also 
notes that the prices for catastrophe reinsurance contracts have declined for five years in a row. 

Q The reinsurance contract with the California Earthquake Authority (CEA) has been cited by 
proponents of low triggers as evidence of high reinsurance prices. What is not pointed out is 
that the CEA renegotiated its reinsurance contract with reinsurers in 1999 and Just completed 
negotiations on the 2000/2001 contract. The recent CEA contracts only highlight how low 
reinsurance prices currently are in the marketplace. Here are a few details of the new CEA 
reinsurance contract confirmed by the CEA: 

For 1 999, the "rate on line"(term used for the price of the reinsurance premium) will decrease 
from the 14.375 percent in the 1997/1998 contract to 1 1 .0 percent in the 1 999 contract. How 
much money does the CEA save with the new rate: a $47 million savings, a 23.4 percent 
reduction. For 2000/200 1 the "rate on line" will decrease to 8.5 percent, reducing the CEA*s 
premium cost by nearly 30 percent, thus reducing the CEA*s reinsurance costs by 
approximately $39 million. 
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The reinsurers also provided the CEA with a "no claims bonus" if 1999 or 2000 goes by claim 
freejust as 1997 and 1998 have. If the CEA treaty is loss free as of 12/21/99 or 12/31/00 
reinsurers will return 12.5 percent of premiums collected in all three years (1997-1999), 
According to the then CEA Chief Executive Officer Greg Butler, "the CEA was in a good 
position to negotiate, given the excellent loss experience (no claims), good operating 
performance, and excess capacity in the reinsurance markets. We asked a lot from the 
reinsurers, and a majority of them stepped up to the plate." 

There are record amounts of reinsurance capacity available today. Ironically, this is due in part to 
the unprecedented insurer losses associated with Hurricanes Andrew (S15.S billion) and Inki (SI. 6 
billion) which prompted an assessment of conventional insurance and reinsurance risk. Insurers and 
reinsurers reviewed their insured exposures and risk management programs and decided to revise 
their business plans for the coming years. Since 1 994, reinsurers, investment bankers, and financial 
market traders developed additional contingent capital, reinsurance, and derivative risk management 
products and added new capacity through newly capitalized companies. This has led to the over 
capacity in the marketplace. 

It appears diat the cap>dt>' will continue to grow in future years as wdl. In 1998 leinsuiJMce broker 
Guy Carpenter made the following prognosis about the future of reinsurance daring the LouisiaDa 
Coastal Task Force hearings: (H there will be e.xcess capacity, price reductions and coodniiy of 
nnarket (the brger catastrophes are more easih absorbed b>- reinsurers withoitf marioei oonoeobvt^ 
(2) catastrophe reinsunnoe wilt continue to become more available and affordable: wmd (3) boic 
sophisticaied cttslomi«d prodttcts will be de v eloped and there wfll be tower tt msartirM costs. Tbe 
fbitowtng coitfribinQi ftctofs thtt caise this positive oitttoolL on fvcia« mario^ 

• Mergers aad x qu citions^ bffer companies wiH assume brger w w —^ of risk: 

• Strong inv^simeMi retMms; 

• EBttyofngifcph^qsanine^dcai^i rtr w rb a— fl^ i nrl n ffc ^ i (a)i 
nuikcimvgs>Bgs:ic^aliBnM<ivemart><t5:MaJ(d^s>rengliMnBdI 
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PRIMARY MARKETPLACE ALSO WELL PREPARED TO HNANCE NATUilAL 
DISASTERS 

Historically primary insurers have paid 2/3 to 3/4 of catastrophe losses, passing the remainder 
through to the reinsurance industry. The primary industry is also well-positioned to fmance natural 
disasters. As previously stated, it is very important for this Committee to consider the capacity of 
the primary insurers (not just reinsurers) in its consideration of the trigger levels in H.R. 21. 
Although H.R. 2 1 is a proposal to create a federal reinsurance program, the primary industry plays 
just as critical of a role in financing these natural disasters. 

Q According to a July 1 4, 1 999 study by the Wharton School at the University of Pennsylvania, 
entitled, "Managing Catastrophe Risks'* which analyzed the capacity of the U.S. property 
insurance industry's ability to finance major catastrophic losses, the insurance industry has 
more than adequate capacity to pay at least 98.6 percent of a S20 billion loss. For a 
catastrophe of $100 billion, the industry could pay at least 92.8 percent. The report 
concludes that the gaps in catastrophic risk financing are presently a^t sufficient to 
justify Federal government intervention in private insurance markets in the form of 
catastrophe reinsurance. 

Q According to A.M. Best, the insurance industry surplus currently stands at $332.3 billion, an 
increase from 77.1 percent since 1994 after the insurance industry suffered losses from 
Hurricane Andrew and the Northridge Earthquake. The policyholder surplus for the top five 
homeowners insurers, controlling 49 percent of the market share (State Farm, Allstate, 
Farmers, Nationwide and Travelers) currently stands at $87.4 billion, more than doubling their 
surpluses over the last five years. 

Q Not only have the primary market's capital and surplus rebounded, since the disastrous 
effects of Hurricane Andrew and the Northridge Earthquake, most, if not all, insurers have 
taken steps to better assess their catastrophe exposure and put in place pfogtams that mitigate 
the risk of financial impairment to their companies. These steps have included the 
establishment of subsidiaries devoted exclusively to high-risk markets, better management 
of the utilization of reinsurance, use of new capital markets products and special purposes 
vehicles, and catastrophe modeling to better evaluate and establish premium levels 
commensurate with risk. 
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CANT AL MARKETS CX)NTINUE TO PROVIDE CAPACITY 

Over the last few years, the capital markets have developed and implemented products to securitize 
insured catastrophe risk and provide additional ci^Mcity to insurers. (See Attachment Q. The capital 
markets potential to provide capacity for natural disasters reaches into the trillions of dollars. Some 
of the nation*s most prominent investment banking and securities organizations have actively 
securitized insurance catastrophe risk, including the Chicago Board of Trade, Goldman Sachs, 
Morgan Guaranty Trust, J.P. Morgan Securities, Credit Suisse First Boston, AON Re Services, 
Sedgewick Financial, and Merrill Lynch. The market for capital markets funding of catastrophe 
natural exposures has grown fix>m one transaction in 1994 totaling $SS million to eighteen 
transactions in 1998 totaling approximately $2.S billion. While it is still in its infimcy, a lot of 
resources are being directed by capital markets intermediaries to encourage development of the 
market and to complete a growing number of transactions. This development could revolutionize 
catastrophe insurance funding and greatly expand the capacity of the U.S. insurance market to deal 
with the financial risks attendam to mega catastrophes. The potential capacity from the capital 
markets should not be ignored or underestinuted during the Conunittee*s consideration of HJL 21 . 
This is particulariy important in light of the likely convergence of the financial services industries 
if financial modernization is enacted into law. 

STATE SOLUTIONS TO THE CATASTROPHE EXPOSURE 

The RAA believes that the state insurance departments play an important role in the issue of 
homeowners availability in disaster-prone areas. State insurance departments have been wofkii^ 
with insurers to allow changes in policy coverages and premiums that bring pcemiums in line with 
the risk of catastrophes in their markets and give consumers options in line with their resources. 
Together, the overcapacity of the primary and reinsurance markets have done much to address 
consumer level concerns about the avaiUbility and affordability of catastrophe insunnce and have 
proxided additional security to insurers against the tfueat of financial impairmeflt. Evidence of das 
is letkcted in two recent state reports. In February 1999, the New Y«rk Stale Panel on 
Honieowners's Insurance, chaired by the state superinlendem of insunnce, oonchided thM: the New 
Yock insurance market is resilient for the availability of homewoners* insunnce in coastal 
coiMiHMnities. with finv exceptions, has rebounded; and diat the nuniber of honiewoners* 
policies wTitien by the New York Property hisurance Underwriting Association (as 
HNfiei to ensure a\'aiUbility) has leveled off and the number of new policies is i 
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In Louisiana, after the Property Insurance Task Force issued its study, the Insurance Commissioner 
issued a letter to Congress noting that "... it is crucial that our homeowners are able to obtain 
affordable homeowners insurance to protect their property against a major catastrophe. In Louisiana, 
the private marketplace is doing just that, providing homeowners with affordable and adequate 
coverage to protect against such a catastrophe." 

Recent developments in Florida also highlight the positive developments in the homeowners 
insurance markets. According to the state-run Joint Underwriting Association (JU A - insurer of last 
resort) in April of 1 999 the number of polices dropped below the 200,000 mark. The policy count for 
the JU A peaked in the fall of 1 996, when policies totaled nearly 937,000. The JUA issued a statement 
that "the steady decline in the JUA policyholders is a sign that Florida's property insurance market 
continues to grow healthier after collapsing in the wake of Hurricane Andrew in August of 1992. 
Insurance companies do want to write policies in Florida and believe they can. In May of 1 999, three 
insurance companies submitted plans to the JUA that would nearly deplete the remainder of its 
policies. The same three companies made a proposal to slash the policy base of the Florida Windstorm 
Underwriting Association nearly in half The Association insurers more than 493,000 homes in 29 
coastal counties. According to a May 5, 1999 Sun-Sentinel report, "reinsurance is playing a big role 
in breaking the logjam of policies stuck in the pools. All three companies have pacts with large 
reinsurance companies." 

Looking at the primary, reinsurance and coital markets, as well as state initiatives, the RAA 
believes that the private marketplace is more than equipped to handle losses above the levels 
provided for in H.R. 21. 

MEGA-CATASTROPHE STILL THREATENS THE IVfARKETPLACE 

Notwithstanding these positive developments, a fundamental problem facing insurers and their 
policyholders remains: the threat of a mega-catastrophe that exceeds the resources of the insurance 
and reinsurance markets. An insured catastrophe that, for example, exceeds 20 percent of the 
aggregate surplus of the industry could have a significant negative impact on the solvency of some 
companies and their ability to provide coverage. Currently, industry surplus stands at $332 billion. 
Twenty percent of industry surplus would be a $66 billion event. As previously cited, the Wharton 
school concluded that for a catastrophe of $100 billion, the industry could pay at least 92.8 percent 
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of the claims, however, a significant number of insolvencies would occur, disrupting the normal 
functioning of the insurance market, not only for property insurance but also for other coverages. 

The best approach to improve insurance afifordalnlity and availability and to prepare for the losses 
and devastating effects of a mega-catastrophe should mclude: 

• Consumers who live in catastrophe-prone areas should pay a premium for insurance 
in direct relationship to that risk. A key component to ensure availability of 
insurance for these consumers is the experimentation with deductible programs. 
Earthquake programs have long been written with a percentage deductibles of 2 
percent, S percent, or 1 percent of policy limits. Wind policies have typically stayed 
with a flat deductible. Many insurers today believe that creation of new deductible 
programs will provide an incentive for consumers to take steps to mitigate against 
property loss. Many states have taken action to approve such deductible p rograms. 

• Consumer information programs should be enhanced. A well-publicized effort to 
provide consumers with information on how to obtain property insurance is 
necessary. If a consumer chooses not to purchase affordable insurance, there is not 
a lot a federal reinsurance program can do for the consumer 

• States and communities working with the federal government should institute pre- 
disaster mitigation programs, including appropriate building codes and hazard 
reduction measures. Hurricane Andrew has emphasized the importance of 
enforcement since the Dade County, Florida, experience indicates that little or no 
enforcement existed for compliance with building codes. The result was billions of 
dollars in additional damage. 

• At the federal level, a federal safety net providing protection for insurers above 
which they cannot absorb catastrophe losses should be put in place. 

With these measures, private sector competition and capacity will continue to flourish, damage to 
homes and lives will diminish and, in case of a mega-catastrophe, the financial infrastructure of the 
industry would remain intact, thereby averting wide dislocations throughout the economy. This 
combination of state regulatory action and federal legislation will solve this problem. 
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EVALUATION OF PROPOSED FEDERAL APPROACHES 

The RAA believes that H.R. 21 is a sound foundation for addressing a federal role in financing 
natural catastrophes. The RAA*s foremost concern in the legislation are the trigger at which the 
federal government would provide reinsurance. In H.R. 2 1 , the federal government would provide 
reinsurance to state government-sponsored catastrophe funds once losses exceed 2 billion, a 1 in 1 00 
year event or the claims paying capacity of the state cat fund, whichever is greater. The trigger 
levels for the regional contracts to be auctioned by Treasury are $2 billion or 1 in 100 year event, 
whichever is greater. The RAA believes that H.R. 21 would interfere with the private marketplace 
and encourage the creation of more state government programs. We are seeking to incorporate higher 
trigger levels for the federal reinsurance program to better reflect the private sector*s risk bearing 
capacity. As evidenced in the material above, the RAA believes these changes will help ensure that 
the private marketplace is not unnecessarily infringed upon and that the federal Treasury is not at 
risk by assuming too much of the cost of financing these disasters. We believe that low trigger levels 
tilt the field toward government solutions while higher trigger levels promote private solutions. 

The RAA urges the Committee to consider trigger levels that preserve the solvency of the insurance 
industry but do not interfere with the private marketplace. Last year before this Committee, we 
suggested an approach which is not currently in H.R. 2 1 , which would set the trigger level based on 
losses to the insurance industry or insurance company surplus. Senator Stevens' bill in the 104"' 
Congress, S. 1043, provided for the federal reinsurance program protection to trigger for insured 
losses which exceed 1 5 percent of industry surplus or losses by an insurer of 20 percent of its own 
surplus. If the industry was in a decline and surpluses were down, the trigger would be a lower 
number. If the industry continues to be robust, the triggers automatically rise. Therefore, the trigger 
level would adequately reflect the capacity of the insurance industry in good times and in bad. 

If the industry surplus trigger is not a viable one, the RAA proposes that at a minimum, the trigger 
levels for in H.R. 21, for both the state programs and the.auctions of be^sed to: the greater of $5 
bilHon. 1 in 250 year event or the claims paying capacity of the state cat fund. The RAA understands 
the unique situation of Florida and is willing to work with the Committee on this issue, or address 
any other concerns particular Members may have. The RAA is also seeking to incorporate 
amendment&that are more t^hnical in nature that we believe will help increase the.effectiveness and 
fiscal soundness of the new federal reinsuiance program. 



Digitized by 



Google 



Additional Concerns about Low Triggers 

• The RAA believes that the lower trigger levels will encourage the creation of state 
catastrophe funds. More states would then be taking on more liability for catastrophe 
exposures, and seeking to pass the states* liability on to the federal government Any 
legislation should allow the private nuuketplace to assume most of the liability, before a state 
or federal program subjects their taxpayen to the risk of these exposures. 

• The RAA believes that, togedier with more state fonds, low triggers for federal reinsurance, 
and the requirement that Treasury underwrite each state fond based on risk covered and the 
prices charged to consumers, a federal oversight mechanism would eventually have to be 
created. This federal regulatory entity would have to make an evaluation of underiying rates 
charged to consumers (required by H.R. 21 to be actuarially sound) and oversee solvency of 
state fonds. Higher trigger leveb would negate the necessity of federal insurance r^ulatoiy 
oversight 

• Lower trigger levels lead to higher consumer prices. The state catastrophe fonds will 
purchase the federal reinsumce, but in order to fond the purchase of it, will have to pass the 
cost down to the primary companies in the case of Florida, who in turn will pass the cost 
onto the consumer. In Hawaii and California, the cost of federal reinsumoe will have to be 
directly inoorporaled in the cost ofooverage paid direcdy by consumers. Low triggers mean 
hi^ier cost to purcfaasen and consumers. 

CLOSING REMARKS 

The RAA principles on natural disaster legislation are rooled in the bdief that capitalistic 
operating within a flexible reguhioiy cnvininroent, provide ampfe inocivalion for the privMe aec^ 
to offer homewoners insurance m disasierisrone areas. However, Ihey also reoogni» that the 
inherent nature of the risk associaled with that coverage aneales a htgh^apactty void t^ 
fiDderalflovemnMttcMifilL 



faM few yean and b coatiauing to i 

that attow them 10 write more coverage; reinsunnoe capaciQr is 1 
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at a S-year low; and new foims of reinsurance and capital markets are enhancing the catastrophe risk 
management market 

Combine these dynamic developments with the guidance exhibited by Congressional leaders as 
yourselves, and I am optimistic that we are approaching a private/public partnership that will help 
ensure the availability of homeowners insurance to consumers in disaster-prone areas, while 
maximizing the resources of the private sector. 

I urge you to thoroughly evaluate both the capacity of the primary niarketplace, the reinsurance 
maiketplace and the capital markets. I believe doing so will result in your support for higher trigger 
levels which will minimiTg the risk assumed by the federal Treasury and maximize the resources of 
the private insurance industry. 
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Jiily28,1999 

Mr. FnmklinW. Nutter 

PMident 

Reinsunmce Astociition of America 

1301 Peansyivania Avemie, N.W. 

Suite900 

Washington, DC 20002-1701 

^ Catastrophe Excess ofU»s Reinsunmce AvailabiUty in the U.S^ 

DearFrsnk: 

U.S. R£ Coipoiatian is pleased that it has been cited in the July 23'', 
1999 memorandum fiom the M^'ority Staff to the Legislative 
Assistants* Committee on Banking and Hnanciai Services. This 
memorandum discusses catastrophe exposures and we presume data 
contained therein will be discussed at die hearing of July 30*, 1999 on 
H1L2 1 , The Homeownen Insurance Avaihdsi% Act of 1 999. 

In the fourth parapaph of the Memorandum, it m e nti o ns that U.S. RE 
has publicly stated that die total si9ply of available reinsurance in any 
single region ofdie United States is approximately STbillioQ. We 
wish to poim out that this infonnation is now substantially outdated, as 
it was based on an analysis our company performed ml99S/96. Since 
dien, die oqMcity fiir catastrophe reittsuraiice protection has groMm 
dramatically. In fiict, based iqxm an analysis we have just completed, 
we estimate dnt die catastrophe reinsurance capacity te four of die 
key regions of die XJJ&A, has now more dun doubled, as follows: 

Nordi East S13.0 - 14.0 Billion 

Carolines S12J - 13.5 BiUioa 

SoodiEast S13.0-14.0BilUon 

Gulf A Texas S14.5 - 15.0 Billion 

We enckise copies of our exhibit which reflects diis revised analysis 
for your convenience. We woukl also like to point out diat based 
upon our rstimatCi the aforaumtioned ammmts can be increased by as 



NMf VMU NSW Yblk lOBia 

>i«*aaa*saoB taefia*aoa«fi 



Digitized by 



Google 



271 



\ HBPi piopflrtiomi pwfttty tmty 
loTlmi 

1 1994. 

CoaicctucDtly, the ^ggisgiMB c ipi rity is i 
bdlioo of limit Ibr sy ooc xoot. WctbofixtherodievethiK 
f JliHi'oyiic c^^ioty nopi tpc npifil bUhiindli wul yowf moic 
tifUDCindy now tliit isYCStns in the tBcontjf lector liive b^on to 
•ctivdy luppoft wcuriiiiitian pcodncts tied to the eneiiaitioo of 
citiuiopiuc cmIl 




Conii denn^ thit iimucif tiwimf I ves tie yoenily jj^mii cd tDietune 
ccft i in leveiof toMCs iftBr dfdiicli iigiecovencinoiiiieBisiiiiiioeeBd 
other risk tiviste devices, we belie?B thit soy hgislidoa caOi^ 
fiBoenu leoisttrBQce nieeiisoisfli soouio oe lOciDuisiBfl socit ioik ^bb 
teocrsi oroflRBfli sooiufl hoc opersie or tnBecr oeio^v sd iDBiisinf loss ot 
between S25 to S30 hiUioo. Finthennoce^ we believe thet the trigger 
level estsbUshed sboold be a^ustsble to meet lutiffe ofasnges b 
c^Mcity tveilibte ihim private sector niecfasoisnis. With the foregoing 
in mind, U«S. RE Goipontion uges the Connnittee end meoibecs of 
Coogrsss to assure thet HR21 or any similsr type of proposed 
kgidatioa will not be fbinnlated in such a way as to compete with 
private sector rsmsunnoe capad^. 



We undecMand diat the RAA*s position is consistent with our 
p hitosophy and are prqiaied to assist it and the House Com nu tte e with 
aiiy cfarification or finte inftrmation and rsmnn at your dispoaaL 

Sincereiy, 
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Attachment p 




Renaissance Reinsurance Ltd. 
Renaissance House, East Broadway 
P.O. Box HM 2527 
Hamihon HMGX B^muda 
Phone: (441).295^S13 
Fax: (441).292-94S3 



DATE: June 1 1, 1999 TIME: 4:31 ?M 

TO: Frank Nutter company: RAA 

FROM: Bill Riker, President & COO 
Re: Reinsurance Catastrophe Capacity 

Dear Frank, 



Thank you for inquiring about our views on the available catastrophe capacity by region 
in the United States. As you know. Renaissance Re is one of the largest catastrophe 
writers in the world. As part of this activity we maintain an exhaustive database of all 
catastrophe offerings we consider and pride our selves in having the most comprehensive 
database of catastrophe cover actually purchased in the U.S. 

We run a variety of probabilistic models against this database of catastrophe contracts to 
determine and understand the dynamics of the risk in the nuurket. Up until now we have 
maintained this information as proprietary to ourselves, but at your request, we are 
willing to release a certain amount of the information we have assembled. If must be 
understood that the information is our best attempt to model the reinsurance business and 
is subject to some degree of interpretation. 

Attached is an exhibit, which outlines the capacity available by major risk territoiy in the 
US. To clarify, this is the actual amount we calculate would be paid by the reinsurance 
market in very large events. 

Total Maximum regpvy^^^ jp gn gvent (fpillipn?) 
Region Cat XOL Purchased 

Northeast 14.000 

Southeast 13.000 

California 11.000 

New Madrid 14.500 



* CAT XOL - Natural catastro|^ Excess of loss reinsurance provides a defined limit of 
coverage that indemnifies the company above a specified loss amount 

As you can see, our data indicates there is about $14 billion in capacity per event by 
region currently purchased be the primary insurance maricet at this time. We also believe 
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le is additional capi tya sinl (xcessofk liet^l 

npanies have decid meirownl oe sheets ^ 

litiofial leinsuranoe protection that will bn ow ak 

iportional, lacuttative and per risk excess or kiss k Mofe 

eaich needs to t)e done to ascertain the amount of at iieii ceprolection 

m these products, but we believe these product*: add aDout nHwe potential 
overy. 



Total Maximum Recoverable 




G»t XOt Purchased 

I $14,000 
$13,000 
$14,500 
$11,000 
HothCtk 



Mk yoy lor yoiv inquiry and hope you find this 



liam I Riker 
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SECURmZING NATURAL DISASTER RISK 

NatioBwkk • Natioiiwide has Ac option to issue up to S400 millioa of 9.222% surplus notes to fund new business 
opportunities or as leimburBement to catastrophic losses. Contract with Morgan Guaianty Txust Company. (1995) 

Affkwrighl - Aikwright has set up a trust to issue $100 million in trust notes to private investors. New proceeds of the 
notes will be used to buy government securities held by the trust (1996) 

AIG Conbined Rislo/BcBlleld - Placed S catastrophe-linked bonds with an investment fund managed by Mm 
Management Bonds wiU pay out ifa catastrophe exceeding an agreed trigger occurs in: U.S., Japan. Australia, Carftbeao, 
Europe or Japan. (1996) 

Hannover Re - Sold $100 million worth of catastrophe cover. Tlie portfotio-linked swap is comprised of the foUowing: 
Japanese earthquakes, U.S. natural catastrophes, Canadian natural catastrophes, North European storms. North European 
other catastrophes, Australia -an catastrophes and aviation excess of loss. (1996) 

St Paal Re -$68.5 millioa deal through Goldman Sachs & Co. to increase capacity. St Paul Re will cede reinsurance 
business from five chttses under a 10 year reinsunuice treaty. Investors participate in exces»-of-loss underwriting by 
investing in bonds or p re fe re nce shares. Enables St Paul to increase capacity in 5 exoess-of-loss classes: U.SVCaribbean 
property-casualty, European property-casualty, otherproperty-casuahy, retrocessiooal/Lloyd's short-tail and marine and 
aviation. (1997) 

WlBterthv Swiss Insurance Groap - Pbced $282 million of catastrophe bonds in private capital market The bonds 
cover Winteitiiur exposure to auto claims stemming from domestic summer hailstorms. Transaction managed by Q^ 
Suisse First Boston. (1997) 

Swiss lU-Placed$137 million in two-yearbondstiedtoreinsurance losses fromapotentialCaliferniaeartfaci^^ Swiss 
Re and Credit Suisse First Boston were die placement agents for die notes. (1997) 

Horaee Mann Edncators Corporation: Agreemem allows HonKe Mann to receive up to $100 inillion from Center Re, 
the transactions underwriter, in exchange for an equivalent vahieof its convertible p re fa ieddiarBd in the event of an^ 
"e. (1997) 



RU Corporalian . Aon Re Services devdoped a $50 million catastrophe equity put (CaffiPut) for the Rli Corporstion. 
The deal was under w r i tten by Centre Re. In the event of a catastrophe which exhausts RU'straditiooalreinsunnBe 
coverage, the CatEPutprognmi allows RU to seU up to $50 millkm in prefdred shares to Centre Re. (1997) 

VSAA- Placed $477 million of hurricane bonds in die private placement market The bonds will provide USAAwidi 
an exoesB^f-loss cover tied to a single hurricane producing lossn of more than $1 billion during a oiie-year reinsnanoe 
period. The syndicate managers were MexriU Lynch & Co., Goldman Sadis & Co. and Lehman Bros. (1997) 



LaSnIa lU - Aon Re, Inc. and Aon Securities Corporation developed a $100 milhon multi-year CUastrophe Eqyft^ 
(CaffiP ut) option program for LaSalle Re. Hieopdon program allows LaSalle to issue up to $100 million in convcrtibk 
prefared sfasres in the event of a major catastrophe or series of large ca ta s trophes that result in wrfwtantial losses to 
LaSaUeRe. (1997) 
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t NatioBal iBswraace Compaoy - Completed a $40 millioD secuhtizatioD of non-catastrophe coverage fiv its 
property, aviation, marine drilling and satellite launch exposure. The placement ties bond payment trigger points to a 
catastrophe index established by Swiss Re. Sedwick Lane Financial structured Ae deal. (1997) 

ToUo MarUie A Fire fauanuice Co^ Ltd - Toldo Nfarine has acquired earthquake risk coverage of $90 million 
purchased from capital markets investors through Parametric Re, Ltd. Parametric Re issued 10-year fixed income 
securities with principal reduction contingent on the occurrence and severity of earthquakes within an area centered on 
Tokyo. Goldman, Sachs & Co. and Swiss Re Capital Markets Corporation were co-leaders for the transaction. (1997) 

Ccatre Sofartions - Issued $83.5 million in catastrophe bonds. The bonds provide retrocessional catastrophe cover for 
natural and man-made perils which Centre Solutions has underwritteiL The bonds have an expected maturity date of 
December 31, 1998. The bonds were placed by Goldman Sachs. (1998) 

Mitsai Marine and Fire - Obtained $30 milUon in reinsurance cover backed by event-linked swap transactions. Payment 
is determined by the magnitude of earthquakes in and around the Tokyo area. The cover for risks is available for a three- 
year period which began April 1, 1998. Swiss Re Capital Maricets served as the agent for the swap transaction. (1998) 

ReUaace Nattonal Insurance Company - Purchased an option to issue multi-peril-linked insurance notes, providing a 
guaranteed reinsurance cost The deal gives Reliance the ri^ to issue notes over a three-year period to fund reinsurance 
coverage provided through SLF Reinsurance LTD. The notes are tied to five classes of risk: U.S. property, property 
outside of the U.S., aviation, marine drilling rigs and satellite launch failure. Sedwick Lane Financial structured the deal. 
(1998) 

USAA - Placed $450 million of hurricane bonds in the private market The syndicate managers were Merrill Lynch & 
Co., Goldman Sachs & Co., and Lehman Bros. (1998) 

Yanda Fire A Marine, Aoa Capita! Maricets aad Monich Reiasarance Compaay - Private placement of $80 million 
of catastrophe reinsurance notes that provide protection against Japanese typhoon-related losses. The notes may be 
triggered by either one large typhoon or two, smaller separate typhoons. (1998) 

FAGRe-F&GRe,in conjunction with Goldman Sachs and E.W. Blanche Capital Markets, completed a $54 million 
bond issuance that backs its property catastrophe exoess-of-loss reinsurance contracts. The funding benefits Mosaic Re, 
an of&hore firm that provides reinsurance on F & G Re's products. This is die first Cat bond deal to securitize multiple 
underlying reinsurance contracts sold to a variety of insurers. (1998) 

CNA - Issued $200 million of 6.6 percent notes due December 2008. Goldman Sachs is the lead manager, and Lehman 
Biolfaen the co-manager for the issue. Tlie net proceeds will be used for general corporate purposes. (1998) 

Ccatre Re Solatioas (Bcrmada) Limited - Sponsors its second securitization of reinsurance coverage by purchasing 
retrocessional capacity against Florida hurricanes from capital marlcet investors through special purpose vehicle. Trinity 
Re 1999, Ltd. has used $56,615 mm of fixed income securities due 12/31/99. Tlie loss of principal on die bond is 
triggered when Centre Re Solutions (Bermuda) Ltd. incurs losses as die direct result of a hurricane under an excess of loss 
reinaurBnoe policy the company has written for a Florida residential property insurer. Goldman Sachs is lead manager, 
with Chase Securities, Lufldn & Jenrette Securities (Corporation, and Zurich Capital Marlcets Securities, Inc. as co- 
(1998) 



EA.G.HoldiBg8- Issued a $150 million catastrophe bond option to cover European catastrophe risks. Thebood 
option gives Allianz die right to issue notes at a fixed cMe any time over a doee-year period to fimd $150 milUoo of 
reimwance coverage through Gemini Re, a Cayman Islands special purpose reinsurer. The bond allows Allianz to hedge 
its ftiture cost of reinsurance. Iftraditionalreinsurmce costs rise after windstorm losses, die company niight find it niare 
cost efiGective to exercise die option to issue notes. GoMman Sachs pbced die notes. (1998) 
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Hannover Re - Secured commitments for S50 million in options for risk securitization of catastrophe loeset. The option 
was placed with North American institutional investors and was amended to a November 1996 transactioa. (1998) 

XL Mid Ocean Re - Placed a $200 million retrocessional property catastrophe cover. The transaction covers Ae upper 
layers of XL Mid Ocean Re's hurricane and earthquake exposure in the U.S. and its territories and possessions in the 
Caribbean. The deal provides retrocessional cover in the form of a swap in which claims recovery is triggered by 
catastrophe losses incurred by XL Mid Ocean Re. (1998) 

Horace Mann Educators Corporation - Agreement involving a $100 milUon transaction with Center Re. The 
transaction was managed by Aon Capital Markets. (1999) 

Constitation Re - Transferred its East and Gulf Coast hurricane risk to Arrow Re. The risk was spread tfarou^ a series 
of securitization and risk-transfer transactions . The transaction involved a $10 million risk transfer. Goldman Sachs, 
Swiss Re New Markets and E.W. Blanch Capital Markets served as advisors. (1999) 

St Paul - Completed a $45 million securitization transaction. The transaction provides additional capacity for a dined 
portfolio of U.S. property catastrophe excess-of-loss reinsurance contracts. Mosaic Re n issued Ae debt securities for 
the securitization. (1999) 

Kemper - Acquired $100 million of earthquake coverage. The capital markets transaction funds a fully coHateralized 
reinsurance agreement providing $100 million of Midwest eartiiquake coverage to the Kenqier bsurance Onnpanies. 
The transaction was managed by Aon Capital Markets. (1999) 

Sorema - Issued a three-year $17 million deal to protect its European windstorm exposures and Japanese typhoon and 
earthquake risks. The bonds have an annually renegotiable interest rate and allow Sorema to {uljust Ae size of the 
coverage and the premium to meet market conditions. Merrill Lynch and Aon Capital Markets arranged the transaction. 
(1999) 

Oriental Land Company - The owner of Tokyo Disneyland, Oriental Land Company, has placed two catastrophe bonds 
totaling $200 million to protect against earthquake risk. Li the first bond, Cmicentric Ltd. would pay Oriental Land $100 
million upon the occurrence of an earthquake that meets certain trigger conditions. The second bond provides Oriental 
Land with a $ 1 00 million post earthquake financing &cility . Goldman Sachs and Company was the placement agent for 
both transactions. (1999) 

USAA - Acquired $200 million in catastrophe reinsurance from Residential Reinsurance Limited. The proceeds of die 
sale of the bond were segregated into a trust to pay USAA's claims in excess of $1.0 billion arising from a category 3, 
4, or 5 storm on the Saffir-Simpson index. The pkwement was co-managed by Goldman Sachs & Company, Lehnno 
Brothers Holding and Merrill Lynch. (1999) 

Prepared by RAA, updated July 1999 
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Statement 

Donald Beery 
Eustis Insurance Agency 

President 
Independent Insurance Agents of Louisiana 

before, the . 

House Committee on Banking and Financial Services 

July 30, 1999 



Mr. Chairman, thank you for the opportunity to testify this morning on behalf of H.R. 21, 
the Homeowners Insurance Availability Act of 1999. 

My name is Don Beery and I am a parmer in the Eustis Insurance Agency, located in 
New Orleans, Louisiana. I have been an insurance agent for more than 30 years, and the 
Eustis Agency has been serving the people of New Orleans for more than half a century. 
I also serve as the President of the Independent Insurance Agents of Louisiana. Our 
association is comprised of over 400 agencies with more than3.500 agents and their 
employees who collectively write more than 300,000 homeowners policies. 

I was asked today to give the Conmiittee some sense of the problems in the Louisiana 
insurance market. I will provide a brief history of the situation as it has evolved in the 
state, the solutions that are currently in place and why a federal reinsurance program is 
critical. 

Hurricane Betsy in 1965 was the last major storm to hit New Orleans. "Betsy'' inflicted 
close to $1 billion in property damage and killed 74 people in the affected area. By 
today's standards, "Betsy" was a moderate storm, but it was the first storm of any 
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consequence to hit our area in a long time and made insurers extremely nervous. Almost 
overnight, insurance companies pulled out of the market in coastal areas south of the 
Intracoastal Waterway. For those unfamiliar with Louisiana, this is a nrarshy. rather 
sparsely populated area. Few people lived in this area in 1 %5 and the same is true today. 
Therefore, the impact of the insurance pullback was not very great. Approximately 
7,000 residents were affected. To deal with the problem of insurance availability , the 
insurance department authorized creation of the Louisiana Coastal Plan, a state-mandated 
insurance pool. The size of the Coastal Plan has changed little over the last 30 years. It 
is a classic '*pool-of-last-resort*' for a relatively small group of policyholders. 

The second storm which had a profound effect on the Louisiana insurance market was 
Hurricane Andrew in 1 992. Most people remember that Andrew devastated South 
Florida. However, once Andrew exited the Florida peninsula, it entered the Gulf of 
Mexico and eventually made landfall again in parts of Louisiana and Mississippi. 
Andrew caused only moderate damage in our state, since it missed New Orleans and had 
already begim to lose strength before it hit land. However, even though the damage was 
modest, the storm had a major impact on the insurance market. 

Almost overnight, we began having trouble placing and renewing homeowners business. 
All agencies in our geographic area experienced similar problems. Eventually, the 
Louisiana Insurance Department authorized that the business which insurance companies 
refused to write could be placed into an insurance pool unrelated to the Coastal Plan 
known as the Louisiana Fair Plan. 

The Fair Plan was originally established to provide coverage in certain urban and rural 
areas that were not adequately served by insurance companies. Like the Coastal Plan, it 
was a relatively modest progranL Ho^^/ever, because of the widespread insurance 
availability problems after Andrew, the insurance department authorized the Fair Plan to 
accept applications from homeowners south of Interstate 10 who could not obtain private 
insurance coverage. 
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Whereas the Intracoastal Waterway, which is the line of demarcation for the Coastal plan, 
is very close to the Gulf of Mexico. Interstate 10 extends inland more than 50 miles and 
travels through major cities including New Orleans. Baton Rouge and Lafayette. 
Opening the Fair Plan to homeowners in this region had huge implications. The number 
of applications soared almost immediately. Between 1993 and 1997, the Fair Plan grew 
by more than 750%. The growth continues today, nearly a decade after Andrew, at a rate 
of more than 1.000 policies every month. 

Since insurance companies who write coverage voluntarily in the state are responsible for 
the claims in the Fair Plan and the Coastal Plan, there is a great deal of concern about the 
escalating size of the pools and consequently their potential liabilities. 

The Eustis Agency lives with the insurance availability problem every day even though 
homeowners insurance rates are considered adequate and are the second highest in the 
United States. Most of the companies we represent have placed severe restrictions on 
the number of new policies that we can place with them. Many insurers will only allow 
us to write one or two new policies a month. Some will only allow us to write three or 
(bur new policies a year! Several insurers will not write any policies for homes valued at 
more than $100,000. Others will not write any policies on homes worth less than 
$400,000. Many of our customers are caught in between. It is not unusual, for 
example, that the only source of insurance coverage we can fmd for a $125,000 home is 
Lloyds of London. We do not feel that a homeowner vnth a $125,000 mortgage belongs 
with Lloyds. Nevertheless, we have no alternative but to place them there. 

I believe that a lot of the fear insurance companies are demonstrating today is a direct 
result of the hurricane ''modeling'' being done. A computer program simulates the effect 
of a worst-case storm on a certain area. The results tell insurers how large their losses 
would be based on the properties the company has insured. From that information, 
insurance companies develop their catastrophic plans C'Cat Plans') which are designed to 
limit exposures to certain levels. The companies instruct their local managers to 



Digitized by 



Google 



2&1 



implement the plans, which in many cases require that they severely limit the sale of new 
policies or non-renew existing business. 

All of the factors I have described lead me to believe in the absolute need for a Federal 
reinsurance program. I don't pretend to understand the actuarial pricing for a 100-year 
hurricane. What I do know is that a Federal program would allow for a more stable 
homeowners insurance marketplace. 

I know that the Louisiana Insurance Department shares this view. Conunissioner Brown 
has traveled to Washington in the past in support of reinsurance legislation and has 
written this week to express his support for H.R. 2 1 . 

I might point out that in the reinsurance conmiunity have tried to make an issue out of a 
task force report fifom the state which rejected the creation of a state insurance program 
similar to the Florida Catastrophe Fund. They have used this report to suggest there are 
no problems in Louisiana, or that the problems are exaggerated. 

In feet the report concluded that there were serious problems in the state, but the state 
abeady operated two residual market programs, the Coastal Plan and the Fair Plan. The 
task force concluded that creating a third plan was unnecessary, but in no way implied the 
problems were solved. 

The study further recommended that a free-standing catastrophe reinsurance fund not be 
created at this time but that **the insurance department should continue to monitor and 
evaluate the operation of catastrophe funds in those states where they exist** 

One reason Louisiana opted not to create a free-standing reinsurance fund was because 
the state's financial resources were so limited. Many other states are in a similar 
situation, which is why the triggers in H.R. 21 are critical. The triggers must take into 
aooount that the ability of a local insurance nuvket to perform adequttely is a function of 
population, the value of the property at risk and the insurance premiums which can be 
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collected. The current approach in H.R. 2 1 is correct, because it bases the trigger not on 
a fixed dollar amount which applies to all states regardless of size, but on each states* or 
regions* 1 -in- 100-year event threshold. It is the most equitable approach, and the least 
likely to discriminate against a particular state or region, either large or small. 

In closing, Mr. Chairman. I would like to reiterate that the problems in Louisiana and 
other states are real. Over the last eighteen months, independent insurance agents from 
North Carolina, New Jersey, Missouri and Florida have all testified before this 
Conmiittee, relaying their personal stories of persistent market availability problems. 
H.R. 21 is sorely needed. It will restore confidence in insurance markets, force more 
business back to private insurers and improve the quality of coverage for our customers. 
We urge you to act on the legislation as soon as possible. 
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Testimony of 

Maiy Fnm Myen, Co-Director 

Natnnd Hazttdt RMeaich and Applicatioiif Infoni^ 

Ihuvently of Colorado 

Bottkkr, Colorado 

pfsfcntod beiore 

U^. Home ofRqmwutitivof 

Committee oo Banking and Financial Servioei 

Room 2128, R^bnm HOB 

Waahingtoo,D.C. 

July 30, 1999 



Thank you finr the opportunity to qieak with you today . 

I am the Co-Director of the Natural Hazards Center at the Ihuvcnity of Colorado. The 
Center's mission finr die past 24 yaari has been to bridge die gap between the hazards research 
oomnnmity and die nation's practitionen who deal widi hazards on a daily basis. 

In Mi^, we released die results of a federally fimded, five-year, $750,000 study involving 
132 of die nation's hazards eoqierts who took stock of knowdedge in die pfayacal and social 
icienoes and engineering r^gardiiig riatnral hazards to aniwar die question, ''Why, deqri 
knovriedge about die causes o( consequences fiom, and remedies finr natural distften, do losses 
fiom extreme environmental events continue to grow at an ever staggering rate?" 



I am providing you each a copy of the Executive Smmnaty of dus study and will 
hi^^ OQ^ a few of our findmgk 



L osses fiom natural diaasten are coodmnng to riae becanae our hazard reduction 
prog r ams haw been too narrowly fiicuaed on simple *Toss reduction.*' They have fidled to 
t»tmtm^mr fl|p oonuriex sud bTOid range of fidocs diat oontributB to ^^iffffftf^ loaaes, necificalW, 
elements widiin die earth's physical environment, amoQg die nation's ever^faanging 
5 composition and distribution, and widiin the growiqg density of our built 
. These fitftois interact widi one another to affect not only di sa st e r r e si liency, but 
I of a sustaind>le society as wdL 



The conclusion of oar study was diat current loss reduction and ntitigatioii programs are 

and too reliant oo tecfanotogy. It is clev that theae efibits, radier than redudiv 
are actually onjy poslpofiing csjasliopjin*. loaaes to i 

Our study undwarored diat it is I 

i vitality, eavi w i m la l q iia fty , and i 
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generational equity, they are doomed to fidl 



Our stuify calls fiv a diange in natioiial cnltore r^anliQg hazndf in Older to adu^ 
new way of dealing widi extreme eovironmental evealB, whidi we can ''l^^ 
mitigation.** Li oider to make diat approach poaa ible, aevefal cjitiaoidmaiy ac tJon s are iccfuiwd, 
some of which are being initiated lii^ now. For exan^le, the Fedend Emefgency Man«8^^ 
Agency is providing leadenhip tliRNig)! its *Tlregeet Impact" program by fiK^ 
based netwoiks in communities w/ben citizens are detennming ^Rdudi disaster losses are 
accq>table, which are not acceptable, and bow they win pay finr flwm hi die future. In odier 
words, diey are woikmg on '*designmg dietr fiiture disasten.** 

This is bm one stq> of several recommended by our pnyject There are two ottien I want 
to mention spedficany. 

One is die need to measure progress and evaluate cuiieut mitigation programs. For 
exanqile, the National Flood Insurance Prognmh-aiguably the nation's hsgest mitigation 
program-has been m operation finr 3 1 yean, yet its efifectiveness has never been thoroughly 
qipnised. We only know that floods continue to cause die most losses of any hazard in the 



Second, we are caUingfinr a holistic g o vern m ent fiamewoik. To fittilitate sustainable 
hazard mitigadon, aU policies and pt o gram s, especially at die federal level, ahouM be int^gnrted 
and consistent To establish a new national policy that afifocts hazard mitigation without 
considering its inqiacts on our cooqilex society and die broad mge of odier mitigation strategies 
simply continues die 'liand^dd approadi to deaUngwidi disaster problems** this country has 
tnKhtionally pursued. Our study detennmed, however, that diaasten are not 'Vrobleois.** Rather 
diey are a synqitom of broader and more basic problems. Losses from hazards result fiom short 
sifted and narrow conceptions of dM^hunum relationship to the natural environment 

Thank you for die opportunity to speak. I would be hqipy to answer aiiy questions and 
also want to vohmteer to you die rerources of our Center as you oontmueoonsiderBtion of dus 
biU. 
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STAimnfT OP X KOUU UUNllfti 



ONBJLXl, 
nwfWAiiirg AVAii AMI iTV Arr nm n 



Good iwQfniBg, Mr. ChihmMi nd uifnibir% of ttic riwiwiiiUBC 1 1 

iwrtitum m frf^iff ifrtj^* im thr iiinrintif tirpii* irf Hirnrthr iy****it ^ifill ^***! **Tlh 

AlDfinCft S DUlWIi (DSlftefS m ttft IHBKt I 



la ilie Inly 12, 1999 yorioiKif C/iidbiNiiir, 1^. P^ 

OflBoer of Znricb RsoisunQce Cowpmy tod maiwi d y Brtkwl diicdor of Emt ft 
Yoang*s iuftuiAoce iodosoy p u c t ic c , opuicd ibM cipiiil miriffiW nd securittzsikxi Ihcw 
pbced > pcnBMjBBt cy od die pncing of rmmuuplip rcmsuficc HosiidnHtdio 
laBsnanceiiidustiy woiildnH again see die haid nuns t^ 1992*s Hmncioe 

Andrew and 1994's Noidndge eaidiquake. 



In die same aitick Wesion Hkks, J. P. Mofgan insoance analyst, was quo^ 
diatti»icmsniincciirfiistiyttabmttn5bUlk»0¥tirapttaKi^ 



^ After aaivingiiiiaprivali insurance Mualiy as an aeliary. Mr. H«jn^ 
Insurance AdmMslralion as Chief Aduafy. He later beceme Adnsnislnator of the FIA, aeiving 
under PraakMnte Fora and Cartsr. HewasfbunderandPrasldeniofdieNadonaiinauranoe 
ConauRiar Ofyantaaion. which he heeded for 13 yeefs. He semed as ineurance ConanisaionBr 
ofthe State ofTsaces during 1903 end 1994. Hunter hesseived as an advisor to the Flortda 

^sooensD laiR roioa iw oywg siw pRmam. nv nvs wnoMi ononvwy on unB niMwr appaeraie 



' CFA i»atedwelloneftotne2<Opf»<oniinfwrend mu p W Bl M e 
oonMned momtafih^ o' inora then SO inHon Anwi leans. 
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Over to last year, the iosoiaiice inde press has article after aitkle dxmt tte 
overeapiULlized insarance aod leiDsoraoce maiiet ai^ 
compaaies tiying to keep prices 1:9 in te "sofT maiket Even die catastrophe 
reiDSiuaDcemaiket has been very *'soft.** Indeed, over the last three years, catastrophe 
reinsuruice rates have Men by more than one-tfaixd. This year rates are filling hut ""the 
catastrophic reinsurance market rate of decline has slowed", Ponino said in the above- 
quoted article. 

US AA and other insurers have been protected by new, securities-market-based, 
reinsurance arrangements. It has been clear for some years now that this bill really only 
would effect State Farm and, maybe, Allstate Insurance Companies. These companies, 
through diversification, balance in their portfolios of risks insured and, in State Farm's 
case, massive overcapitalization, are no longer really in need of this bill either. 

Thus, Mr. Chairman and members of the committee, die predicate for diis bill may have 
been eliminated by the normal market forces at work. You are to be congratulated Ibr 
your patience over the years, not overreacting to insurer pressure to enacting an 
unnecessary intrusion inio this area being handled well by die private sector. 

3. There k itin iiatd far gomldararimi nf the eamnt ivitain hv CoMreaa 

The nation has the time to really do what is needed in the disaster insurance area: 
rationalize the system that is so incooaislent today. America has allowed its system Ibr 
preparing and responding to natural disasters to grow in a haphazard way that 
inconsistently deals with naniral disasters and which inadequately acts to save lives and 
property damage fiom natural hazards. 
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Consider the following 



^pfoaches to tbe three major hezttdt in America: 



HAZARD 


MITIGATION 


INSURANCE 
FROM: 


FLCX>D 

WIND 


Fedeiai 
Stale or local 


recierBi 


OrtfacoughStiie 
Mandated Wind 
Pools. 


EARTHQUAKE 


Stale or local 


Piivate (separate policy) 
or through State Facility 



The lack of a consistent approach to these hazards leaves xxxptiytn exposed to disaster 
relief payments and, through ckarly hisuiCciem mitigation requirements and 
enforcement, results in unnecessary loss of lifo and property. 

In the long run, given the nature of the competitive maiket in insurance, prices reflect 
risk. Insurance subsidies may exist in the very short run, hut diey are «"«"i'T^iW by state 
regulatory iKactices ^Mhich only allow small impact, if any, of disasters from other states. 
Esdiibit I shows the disaster payouts by insurance companies by year over the past three 
decades. Exhibit 2 shows the premium loads by state for catasa^)hes. 

But disaster relief payments involve cross subsidy ftom those not oqwsed to high risk to 
those who are exposed. There is no risk testing in the collection of federal taxes. For 
example, there is no surcharge on taxes for living in ahigfa-risk area. 

Exhibit 3 shows the FEMA/SBA disaster relief payments made by state from 1988 to 
1996. Califomia received S13.1 billion in assictance, 46% of the national total. Florida, 
albeit Hurricane Andrew is in this time fiame, received only S2.5 billion, 9% of the 
national total over die period. This disparity occurs because Hurricanes aie covered in 
the Homeowners and other fire-relaied insunmice policies, but earthquake is not 

Consider the breakout of paymentt for insurance vs. disaster relief: 







Private 


TvMAfniatt»r 


Relief nmmuis 


|iitii^i|nGgBgyi)iit!^ 


Earthquake 


35.4% 


9.1% 


Floods 


15.6 





Huiricaaes 


23.0 


40.0 


Severe Stoims 


116 


4.1 


Tornadoes 


5.1 


29J 


Ica/Snow 


3.7 


9.5 
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Ifericfiefftrte 



Sttte CR» aiteifiet m dbanr Riief «e ^ipHHl (See EiWbit 4)l 
eitimite of the «b«idy by tfMe m doDi per fao mfh o ld p er ytm. TImI 

FiOcioft Bed ftieiflDwciT lowsQDSiojf vZ2i cooHdEooK tkflt UDDMHic Abbniw oecQoed 
dunogthepedodofsddy. Tte bdnti&lhg people of Floodipqrim<Mii own iwiy 

The wqr ID ippraech e sotaioQ ID the abowe Usted iacGos^^ 
The Dition needs the aui wera id such < p i ciHn M eg 



Given die cuneot oivCTciyiiihicd imwiiinfe sod leinsuiepce mMfcets WMJ die reedy 

•viOibiliQr of catesm)phe lansnaiioe, do we leelly need to Iw^ 

anyhazavd? Ifeo,dMwlddiepiDgi«nbclinuiBdioc«t h[ue i B e? 

Whit fijiDi should die ptiif^iin tMce? USAA his piopo w dMndeedese ivu i g of study 

ft progmB of IttMieieued lesnves lo oienttnB ciiHUQphe nv ui die pnvile s 

while casoMM access ID afibcdable msoiwoe to c 



Whit stttesieally need nyftdcfil back up? HR-31oBpliasdMtCalilbcmaifid 
Floridft eie tHgels. Is diere need fior ft piogiAin beyond diese stties? 

Insunnoe con^Mi^f iiqK)(ts UMi cite dwt die denii^e cipsed by HoHicipe Andww 
wookl hive been 33% to 50% less if building codes dwa on die books were enfixced. 
Periiips nidaoal verilteKiao of bolldfaig oode enfbceeoea would be RoiKkMy 
useful Should dwre be such code vcfifiation? 

Wlntaiedielong4enniimificfttiQosofanybiU? Where is die cost/benefit emlysis? 
How does die fniiigerioncompooefltieftllywDtk overtime? Whncandietixpiyer 
leisooably expect to fet off crf'dK disisier idiefcycte doou^ dns pfognm? 

disaster idjefsppeoidi? Who gels any siMdy end how much/how long? Whopeys 



' TbefcMailiyefepwaieaiiaBidJifcr 

I e coiidUen tor MdinK leHcf dMU be e 
I end heve oddgMioe pieamai 

"Flicwaur weeM aeed le be conended » 
eahfia fcai f hinu flw cteia ifliiniiii ■rfeecfcrpealhief 
E we ef loeK efdw iewMieet kK 
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fubtidy and how mucfa/liow long? WUl the people who €ho9e to inhabit hi^i-nsk 
lOQei ever ftiUy pey their own way? 

• As to mitigation, what aie the state oftfae an siandaids that will be required? Who 
enfbicesit? Is Just one standard required or should it vary by place? Sbouldtfaeiebe 
federal minima that must be met for a state or locality to quali^ for federally b«^^ 
insurance? 

• What will any program adopted nieanvis-i-vis new coQstmction? Will new 
construction be controlled in high-nsk areas? Or* will the program encoun^ new 
construction to be unwisely built by making insurnnoe more cvailable/^fibcdable etvcn 
if poorly built in high-risk zones? 

• Should there be one plan for all catastrophic hazards or is the issue differeQrco>vaa9e 
by coverage? How shouki the National Fkxxi In s u rance ftogram be im egiated idCd 
the ovenll plan? What are thskssons from the NFIP tint ihookl be insaueiivem 
developing the overall plan? Have die actuarial raies really been self-sustaining 
during the life of die pn^gram? 

Before the fkxKi insurance program was enaded^Gjogress^ the nothing. It 
undertook a feasJbiaysOKiytaKkr the Ica i kish ip of the N a tJo aa lAcadmy of Sri^ 
thai carefully answered die qyestkms thai anaadad 10 die flood risiL Tlnssonof 
in^artial siu(|y of what sort of federal b«ck-up» if any, is needed for tka oooBoy's 
insurance mdustry for namtal disasler, what appropDale Brtigitinn mfawr es ihonid be 
etn|rtoytd, wtiat other quw^pro-^iuos shouki be frarted lo promitaaf yus id anawcp 
to many other foadameottl questions. 

The Wharton School is well iaaosach an ^foit Unsttody 
and other impuilant q|QesnQB&. The COowttre ArwiM find 
bnve Wharton tesdfy prior to aiqractkm on the bOL This 
corapktion as to aaany aspects and some of d>e hey q^rtf iims 
soon, if not now. 

Moving ipfWMd a poKlkal 





KatunOy.die 

wdlieqpnrepohikal 

defenaLres 

p^f for osfoa Mttml dtestefs tad plan foe 

iu|H(yer in syaes such as Connecticiil» New lcncy« New Yonc, 

riMiijri— ■ Tna ■iiminniTd 

icM) ibtt dwy wtt he tcsd fiwi «i^*s cfcle ef 1 

KOf 



Hie 
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There are sevend findmp tiiM ilie passage of time and fkts tt 
invalidased. Just two cxaoiplcs are: 

• RemsisaiKc coats are fiUUng, not xismgaayaioic. Insumice is now readily available. 

• Tha inmimcg jnAirtry is, hy aH ehmrytn* commtita, aevMaly <mg«>«pi^| Jn4 ^ 
the Gonniieitf that there is a 'lad^ of sufficiem capodty" is demonan^^ 



b) ahflOlii 

Hiere » ao reqiuemem dial die industiy sell «iy new coverage as a coodtaion of access 
to the federal treasuiy for the reinsurance back 19. It makes no sense to enact a federal 
piogram to back up only die policies already on die books of the insurance companies 
since, as is obvious, they are in place today with no taiQMyer exposure. 



The mitigation secdonsoftbe bill are remaikably weak. I am led to understand thai this 
is because the Committee does not want to allow any odier Congressiontl Committee to 
have to act on the Bill, which would be die case if mitigation requirements were put into 
d»Bill. If it is true diat a '^turfbatde" is at die heart of die weak mitigation in diis Bill 
you should reconsider. Weak mitigation, coupled widi tower cost, more readily available 
insurance, will not only cost taxpayers more in the future, it will cost lives. 
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ExaIl^)ks of the weakness of the mitigatioii requireiiieiits are: 

t TheneedforastroQg]iiitigatk>ncoiiqx»ieiitfi}riiewcoiistru^^ 

impoitBnt in any bill wMch will tend to make insuance more available or affordable. 
The reason is obvious: if insuiance is available, a home built in a veiy high-risk area 
can get protection by insurance and, thus, is more likely to be built Even with the 
flood insurance rate maps and supposed fiill actuarial rates for new construction, there 
has been building on barrier islands that is questionable and which likely would not 
have been built were it not for the federal insurance availability. Simply put: any 
program that encourages unwise new construction is dangerous both to taxpayers and 
to the lives of persons inhabiting such structures. The bill only waives at the new 
construction issue, by requiring the state in the state program pan of &e bill, to certify 
that "new construction insured by the program complies with q>piicable building, fire 
and safety codes.** No standards are imposed. No improvement in the inadequate 
status quo is gained. 

• The lack of clear standards for construction and no standards for enforcement Some 
money (10% of investment income on the State program for coverage; a very weak 
adjustment allowed in reserve prices for the private part of the program that "Hakes 
into account any efforts thai are being made to reduce losses**) will be made available 
for mitigation but there is no direction on how these moneys will be used, except Ibr 
the weak phrase that the ""State, or appropriate local governments . . . have in effect 
building, fire, and safety codes generally consistent with** FEMA guidelines. This 
will go nov^ieie to reduce losses. There must be clarity. If there is not. pressure from 
builders at the local level will continue to degrade any tough standards in place. 
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EXHWri 



YEAR 


CAT LOSSES 


YEAa 

1981 


CAT LOSSES 


1965 


S 694MilHon 


714 Mltton 


1966 


111 


1982 


1529 


1967 


327 


1983 


ZTSb 


1968 


185 


1964 


1.548 


1969 


256 


1985 


Z816 


1970 


450 


1966 


872 


1971 


174 


1987 


90S 


1972 


215 


1988 


1.400 


1978 


376 


1969 


7.642 


1974 


696 


1990 


2.625 


1975 


514 


1991 


4.728 


1976 


271 


1992 


2a970 


1977 


428 


1998 


5.705 


1978 


646 


1994 


17,010 


1979 


1.708 


1995 


8.310 


1960 


1.177 


1996 


7^75 
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INS. CAT LOADS BY STATE 



Exhibit 



STATE 


PKEMM 


STATE 


PREHRM 




FACTORS (%) 




FACTOitS (M) 


Hawaii 


8.56 


Virginia 


0.95 


Florida 


7.73 


Tennessee 


0.93 


South Car. 


S2Z 


Minnesota 


0.89 


Kansas 


4.51 


Pennsylvania 


0.84 


Olclahofna 


4.16 


Oregon 


0.76 


California 


3.49 


Ohio 


0.76 


Texas 


3.22 


New York 


0.76 


Colorado 


3.17 


Maryland 


0.7 


Louisiana 


3.07 


Washington 


0.62 


Mississippi 


2.94 


New Jersey 


0.62 


Alabama 


2.78 


Maine 


0.62 


Nebrasica 


2.47 


Vermont 


0.61 


Rhode Is. 


2.32 


Wisconsin 


0.58 


Arlcansas 


2.29 


Alaska 


0.S5 


North Car. 


1.85 


New Hampshire 


0.43 


Wyoming 


1.75 


Arizona 


0.39 


Detaware 


1.75 


Utah 


0.35 


Iowa 


1.65 


Michigan 


0.29 


Missouri 


1.61 


Idaho 


0.21 


South Dakota 


1.45 


Dist. of Col. 


0.2 


Georgia 


1.42 






Kentucky 


1.41 


Source: Naw Tork 
Catastreph* 


Nisuranca DeportaM 


Connecticut 


1.31 


Pramlum Resarva Factors, 


North Dakota 


1.Z8 


S/14/97 




West Virginia 


1.27 


(used una^junad factor a* pmy far 
coses) 


New Mexico 


1.24 






Indiana 


1.24 






Nevada 


1.23 






Massachusetts 


1.11 






Illinois 


1.09 






Montana 


0.97 


•• ■" 


^ 
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FEMA/SBA 






EXHIBIT 


TOTALS 








DISASTER 








RELIEF 








1988-96 








iMiJLKM STATE 






13061.7 


California 


103.2 


Oklahoma 


2491.5 


Florida 


86.8 


Arkansas 


859.2 


Illinois 


55.2 


Maryland 


736.8 


Texas 


54.2 


Connecticut 


706.9 


Georgia 


53.3 


Waho 


618.7 


South Carolina 


52.6 


Maine 


602.5 


Missouri 


35.8 


Michigan 


590 


Louisiana 


30.9 


Nevada 


511.1 


North Carolina 


21.3 


Venmont 


471.8 


New York 


20.5 


Rhode Island 


467.9 


Iowa 


17.2 


Delaware 


444.2 


Washington 


14.9 


New Hampshire 


425.8 


Pennsylvania 


14.5 


Montana 


410.5 


Hawaii 


8.5 


New MexKo 


304 


Minnesota 


8.2 


Dist. of Col. 


293.1 


Alabama 


4.8 


Colorado 


231.1 


North Dakota 


2.6 


Utah 


204.8 


Oregon 


0.4 


Wyoming 


195.9 


Massachusetts 






186.3 


Kentucky 


28289.9 


Countrywide 


172.7 


Nebraska 






164.6 


Ohio 






163.3 


South Dakota 






160 


New Jersey 






154.4 


Mississippi 






153.5 


Kansas 






137.6 


Arizona 






136.9 


Virginia 






134 


Wisconsin 






133 


West Virginia 






130.1 


Tennessee 






129.6 


Alaska 






128.4 


Indiana 
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EXHIBIT 4 



DISASTER REUEF PAYMENTS AS A PERCENTAGE 



3a 
STATE 


DISASTER PAY 


STATE 


DISASTER PAY 




AS A % OF TAX 




AS A % OF TAX 


North Dakota 


2.9 


Oklahonna 


0.3 


California 


Z.4 


Maine 


0.3 


Hawaii 


2.0 


Arkansas 


0.3 


South Dakota 


1.8 


Arizona 


0.3 


South Carolina 


1.5 


Wisconsin 


0.2 


Louisiana 


1.2 


Tennessee 


0.2 


Iowa 


1.2 


Pennsylvania 


0.2 


Florida 


1.1 


Montana 


0.2 


Alaska 


1.0 


Massachusetts 


0.2 


Nebraska 


0.8 


Virginia 


0.1 


Missouri 


0.8 


Rhode Island 


6.1 


West Virginia 


0.7 


Ohio 


0.1 


Georgia 


0.7 


New York 


0.1 


Mississippi 


0.6 


New Jersey 


0.1 


Alabama 


0.6 


New Hampshire 


0.1 


Washington 


0.5 


Nevada 


0.1 


Oregon 


0.5 


Maryland 


0.1 


North Carolina 


0.5 


Indiana 


0.1 


Minnesota 


0.4 


Dist of Cd. 


0.1 


Kentucky 


0.4 


Delaware 


0.1 


Kansas 


0.4 


Connecticut 


0.1 


Illinois 


0.4 


Wyoming 


0.0 


Idaho 


0.4 


Utah 


0.0 


Vermont 


0.3 


New Mexk:o 


0.0 


Texas 


0.3 


Michigan 


0.0 






Colorado 


0.0 






Countrywide 


0.7 



Note TwM for 1/1/9S to S/30/96 aslimatcd 
tobeat1994lcv«li. 
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ESTMATED PER H0U8BH0L0' CROSB suaiunv 





SUBSIDY PER 




SUBSIDY PER 


aAT^ 


HQUSEHOin 
•CglVP: 


STATE 

Vermont 


HQUSPHni n 




— ^^^^^^IbA^l^iHb 


North Dakota 


S104.32 


-20.60 


California 


99.56 


monxana 


•21.76 


Hawaii 


74.38 


Arizona 


•21.81 


South Dakota 


52.00 


Illinois 


-22.74 


South CaroHm 


31.73 


Texas 


-23.41 


Iowa 


25.69 


NewMexkx) 


-25.92 


Alaska 


24.95 


Tennessee 


-27.40 


Florida 


21.62 


Pennsyhrania 


-27.42 


Louisiana 


20.19 


Wisconsin 


-28.91 


Missouri 


4.57 


Indiana 


-30.32 


Nebraska 


3.31 


Utah 


-30.48 


West Virginia 


0.10 


Rhode Island 


•31.22 






Ohio 


-32.62 




PAY; 


Cok)rado 
Virginia 


•34.66 


Georgia 


-0.09 


-35.57 


Mississippi 


•2.36 


Delaware 


-36.06 


Alabama 


-5.75 


Wyoming 


-37.88 


North Carolina 


-8.07 


Massachusetts 


-38.11 


Kentucky 


-11.83 


New York 


-39.20 


Oregon 


-12.22 


Mk:hlgan 


-41.60 


Idaho 


-13.11 


Nevada 


-43.41 


Arkansas 


•13.86 


Ma«»f i In—If i.;-- 

wew nampsnire 


-43.65 


Washington 


-15.36 


Maryland 


-43.99 


ICansas 


•15.40 


DlstofCol. 


-49:73 


Maine 


•16.75 


New Jersey 


-51.71 


Oklahonria 


•17.39 


Connecticut 


•62.61 


Minnesota 


•17.73 










Countrywide 


S 0.00 



« Of fliis by 2.7 pMont pv houMhold 
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STATEMENT 

of 

Jack F. Weber 

President 

Home Insurance Federation of America 

July 30, 1999 

before the 

House Committee on Banking and Financial Services 

regarding 

H.R. 21 
The Homeowners Insurance Availability Act of 1999 



I would like to thank the Chairman and other members of the Banking Conmiittee for the 
opportunity to testify in support of H.R. 21, the Homeowners Insurance Availability Act 
of 1999. 

This is the second time in twelve months that the Committee is considering natural 
disaster legislation. Last July in the 105* Congress, the Committee success^ly reported 
H.R. 2 1 9, the predecessor to H.R. 2 1 , by a wide margin. It should be noted that the 
current bill is identical to last year's legislation and includes all amendments which were 
agreed to at last year's markup. 

From today's testimony, as well as an 18-month record from six previous hearings before 
the Housing Subcommittee and the full Committee, we believe a persuasive case has 
been made for a federal reinsurance program. 

The Committee has heard direct testimony from state regulators, local insurance-agents, 
realtors, and insurance companies. The witnesses have provided first-hand accounts of 
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the problems experienced in Missouri, California, Louisiana, Florida, North Carolina and 
New Jersey regarding adequate insurance for homeowners exposed to hurricanes, 
earthquakes and similar natural perils. 

Both the director of the California Earthquake Authority and the Chief Executive OfiQcer 
of the Florida Catastrophe Fund have testified about the events which led legislators in 
their states to create disaster insurance programs. They have also described the limits of 
those programs, and specifically their inability to cover mega-catastrophes. 

The record also includes testimony concerning a scarcity of private reinsurance to cover 
worst-case disasters. This "capacity gap" can best be described as an affordability 
problem. In simplest terms, the cost of capital - which governs the price of private 
reinsurance - is considerably higher than the premiums that can be collected fiom 
homeowners based on the actuarial probability of loss. As a result, there is a limit to how 
much reinsurance that primary insurers can realistically purchase. 

1 explained this dynamic in my own testimony before the Banking Conunittee last year. 
Rather than cover similar ground again, I would like to focus my remarks today on how 
H.R. 21 will complement and encourage fiirther growth of private insurance markets. 

Today, the fear of a mega-catastrophe, and the iiuibility of insurance companies to 
adequately reinsure their exposures, is forcing insurers to either wididraw fiom 
catastrophe-prone markets, reduce coverage or place a moratorium on new underwriting. 

Insurers are in the business of insuring earthquakes, hurricanes and other natural perils, 
but events of a certain size and intensity, coupled with high concentrations of people and 
property, turn manageable losses into unacceptable risks. The mere possibility of a worst- 
case outcome is enough to stifle growth. 

A similar case in point is the nuuicet for mortgage-backed securities. A total collapse of 
the economy would be a cause of great concern to mortgage lenders, but more 
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importantly to investors in the secondary mortgage markets. Unchecked, this fear could 
seriously undermine investor confidence, thereby reducing supplies of capital and 
increasing borrowing costs for consumers. 

In the case of mortgage markets, this fear of catastrophic loss is kept in check because of 
support fi:om the U.S. government in the form of credit guarantees. The guarantees 
provide a measure of protection against economic calamity, which in turn promotes 
investor confidence and keeps the system operating at maximum efficiency. The result is 
the most robust private mortgage industry in the world, more affordable mortgage 
products and the highest percentage of homeownership in the Nation's history. 

There is no difference between a financial catastrophe affecting the mortgage market and 
a natural catastrophe that does serious damage to insurance markets. The government 
should play a constructive role in both cases. 

The bill is not a substitute for private coverage. It does not eliminate risk. Ninety-nine 
percent of all earthquakes, hurricanes and other natural perils are not even covered by the 
program. What the bill does, however, is provide a means for managing the 1% of 
exposures which present an unacceptably high risk that no insurance company or state 
enterprise can bear alone. 

These are not risks that are routinely reinsured through private reinsurance companies 
and the capital markets. If they were, we would not have an insurance availability 
problem, state governments would not be worried about the precarious fixture of their 
own insurance programs and no one would be promoting a federal reinsurance plan. 

Critics contend that the bill will inhibit the fixture growth of reinsurance products by the 
capital markets. We emphatically disagree. 

For the current hurricane season, the ciqsital markets actually did fewer deals of 
consequence than they did the year before. In fact, the most celebrated capital market 
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catastrophe ofifering in history, USAA's $400 millioo huiricane cat cover for 1997, was 
cut by half this year with little fimfiue. Capital market ofiferings are priced at 
comparable, if not higher rates as traditional reinsurance, whidi is why neidier market 
shows any signs of significant growth. We do not believe the fundamental economics are 
likely to change in the years ahead, which is why we do not believe H.R. 21 poses a 
threat 

Nevertheless, H.R. 21 includes numy provisions, most of which were mcluded at the 
insistence of leinsurers, which assure that federal reinsurance will not compete with the 
private market's current ofiferings nor inhibit the private nuuket's future giofwth. 

• In Section 3, the bill restricto the audiorityoftfae Secretary oftfae Treasury to ofifering 
federal reinsurance contracts which shaii not displace or compete with the private 
insurance or reinsurance or capital markets: 



In Section 6, the biU liinits the eligibility of state programs for federal reinsunnoe to 

f^mnvAMikdonotsupplamcoveni^thatisodierwiseretaona^ 

affordaMe in the private insvranee market: 



In Section 7, the bill audioriiset privMe w i mu rei i to pwcfaaie fedeni i 
contracts, and further allows such contracts to be transferable, tasigpttAle and 
ifMrito. This nicansreinsuwrf can t fi pa rkagr federal c o ntract s , creating a lec^ 
market wfakh diouki benefit leinsuraooe cofDpaniea and dieir customeis; 



• In Sections, the bill autfioriiset the Secretary ofihe Treasury to icduce the levels of 
federal reinsurance on an annual basis to take into accoiait cAongei ih lAe ofMi^ 
the privaUinsurtMnce and reinsurance markets, wad fatStuex/mnuka^ 
delenniiiation, instructs the Secretary to set such leveb iir ori oiiioiinr rAor ...dber iior 
displace or compete with dm private insurance or reinsurance markets or capital 
markets: 
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• Also in Section 8, the bill cuts the level of reinsurance by half from what was 
originally proposed, precluding the Secretary from offering contracts which represent 
more than 50 percent of eligible losses; and 

• In Section 12, the bill contains a mandatory sunset for the federal program after ten 
years with the possibility of only one 5-year extension if private markets have not 
evolved sufficiently. 

All of the changes Tve just described were incorporated into last year's bill and they have 
been similarly included, verbatim , in H.R. 21. 

They provide more than adequate assurances that reinsurers and capital markets will have 
ample opportunity to sell their current products and develop new capacity, if it is possible 
to do so. 

In the meantime, however, H.R. 21 also assures there will be a reasonable backstop to 
state insurance programs that have tapped the present limits of private reinsurance and 
would otherwise be forced to prorate claims from consumers in a major hurricane or 
earthquake. Through regional auctions, the bill similarly provides additional reinsurance 
capacity to insurance markets that lack state programs but are nevertheless experiencing 
availability problems. 

Before closing, I would like to make two additional points. 

First, some are asking that the triggers for federal reinsurance be raised. The suggestion 
is to raise the threshold for eligible events from those likely to occur once a century to 
some less frequent period such as once every 250 years. We are flabbergasted by the 
concept. Two hundred and My years dates back to 1749, twenty-seven years before the 
Declaration of Independence. Using such a yardstick, we overlook the founding of the 
Republic, a civil war, two world wars, the invention of the steam engine, the cotton gin, 
the telephone, electric light, the automobile and manned flight. Over that same period. 
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Lewis and Clark discovered a route to the Pacific Ocean, San Francisco became a city 
and then was partly destroyed in a great earthquake. A hurricane killed 20,000 people in 
Texas. Chicago burned to the ground, and the New Madrid quake redrew the boundries 
of three states and permanently changed the course of the Mississippi River. 

Raising the triggers to a 250-year threshold is tantamount to no program at all, which is 
precisely why it is being promoted by the bill's opponents. 

On a related issue, we feel the Committee erred last year when it reduced the level of 
federal reinsurance to 50% of eligible losses, even for extremely large disasters. This 
means that for events which are well beyond the limits of private reinsurance, the 
program still offers only half of a solution. This strikes us as shortsighted. In the largest 
events, private insurance markets will collapse, state programs will fail and many 
homeowners will not be fully compensated for their losses. Such a scenario calls for a 
full federal reinsurance benefit, not half-measures. 

Considered in its entirety, however, H.R. 21 is a substantial accomplishment. 

Private homeowners insurance, paid for by the people who live in harm's way, reduces 
the burden on taxpayers after a disaster and imposes costs on the homeowner which fairly 
reflect the risk of living in certain areas. It is in the public interest that the supply of this 
coverage is stable, predictable, and efBcientiy priced. H.R. 21 will go a long way to 
assuring such stability and deserves your support. 

We thank Chauman Leach for devoting the Committee's time to this in^)oitant matter, 
and the Ranking member, Mr. LaFalce for his support as well. We would also like to 
express our gratitude to Representative Lazio and Representative McCoUum for their 
hard work over the last 1 8 months and to nearly 100 members of Congress on both sides 
of the aisle who have already co-sponsored H.R. 21. 
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For More Info. Contact: 
Jack Weber 703-736-0994 





HR 21 : The Homeowners Insurance Availability Act 
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TTie Case for a Federal Disaster Reinsurance Program 



What Natural Disasters Cost 



The Ten Costliest Insured Catastrophes In U.S. History 
HHiTicaiM G«org«s 
HHrrieaiM Fran 



HurrieaiM Opal 
Northridg* Earthquako 
Wintar Stonns 
HHrrieana Iniki 



Hurrleana Hugo 



1998 


$ 2.5 billion 


1996 


$ 1.6 billion 


1995 


$ 1.1 billion 


1995 


$ 2.1 billion 


1994 


$12.5 billion 


1993 


$ 1.7 billion 


1992 


$ 1.6 billion 


1992 


$16.5 billion 


1991 


$ 1.7 billion 


1969 


$ 4.2 billion 



Whether it is because of a changing gtobal climate, a huge shift in population to coastal 
and earthquake-prone areas, or simply a string of bad luck, the United States has 
experienced an unprecedented rise in the severity and cost of natural disasters. 

■ Eight of the 10 most costly disasters in American history have occurred in the last 
10 years. 

■ The two worst events. Hurricane Andrew (1992) and the Northridge Earthquake 
(1994) caused combined insured losses of more than $28 billbn. 

■ 1 998 was the first time ever that there were four hurricanes simultaneously active 
in the Atlantic. 

■ More than 400 deaths were attributed to natural disasters in the United States 
during 1998. while Hurricane Mitch and the Cok>mbian earthquake killed neariy 
14.000 in Honduras, Nk:aragua. El Salvador and Cotombia. 

■ 1 998 was the warmest year, woridwide. ever recorded. 
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Potential Costs of Future Natural Disasters 




Perhaps more disturting than w4iat has happened to dale is wfhaft /n^ 
ahead. Scientists cannot say with precision when a paiticular event may happen, kxit they 
can make educated guesses tiased on historical records, prob ab ity analysis and 
modeling. They can also calculate the impact of an event tyy considering poputaUon 
density, real estate values, and the kirxj of construction typicoMy found in a region. 



Projections for a worst-case event range from more tfian $50 bilion for a 
hurricane which strikes Long Island or Miami to mote tfian $70 billnn for an 
earthquake in ttie New Madrid regton (MissouriH'ennessee), and more tfian 
$80 t)iHk>n in hJorthem California. 

As massive as these projectkHis sound, tfiey are conseo^afrve estimates. In 
1995, a moderate-sized eartfiquake tfiat struck Japan's second largest city, 
Kok)e. caused more tfian $100 t>illk>n in damages. 

Scientists at tfie U.S. Geotogical Sun/ey estimate that tfie San Francisco area 
has a 67 percent cfiance of a major quake tyy 2020. Tfie last one in 1906 
reduced most of tfie city to burning ruk)ble. 

Hurricane Andrew, with sustained winds of 155 mph, nissedpopulatton centers, 
as dkJ Hunicane Camille in 1 969. CamlNe battered a relatively sparsely 
populated shoreline in Louisiana, Alat)ama and Mississippi with winds over 
200 mph and a 24-foot storm surge. Since a comparak)le event has never struck 
a major city, experts can only speculate on tfie likely damage. 
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Tlw Rtaino Costs of Natural I 




RATIO* 

1969 106.8 

1990 107.6 

1991 112.3 

1992 155.6 

1993 113.5 

1994 117.9 

1995 112.6 

1996 121.7 

1997 10a4 

•Anmtmt^iwmetflim.»mtmuilmfm-€wnSimfnmimeQllt€li^immn 

prndSimmtimmtrndtj^ifitin. C mm mh. m n m k m*4rmioafm.4mim$mmt 

rytrr tl m pnmimk Urn m^amn ftU 9$.4 ermu m cimmt amd i M ^n m 



The rising cost of naturaJ dsastefs has created a groining problem for the companies that 
insure America's homes. NaturaJ dsasters have seriously eroded die profitability of 
homeoMmers insurance coverage. The industry's comtiined ratio, the amount paid in 
dairns and experises cornpared to the prenriiunris collected, has been negative in eight of 
the last nine years. 

The largest homeovvners insurance company in the United States. State Farm, lost more 
than $3.5 bMiori in Hunicane Andrew, wiping out the company's nationwide surplus. The 
^ second largest homeowners insurance company. Alstate, lost $1.9 bHion in the same 
event, more than aR the premiums the company had collected in the stale of Florida over 
the previous 53 years. 

The results were even more dramatic in Cafiforrva where insurers collected $3.4 biion in 
earthquake insurance pre m iums from 1970 to 1994. yet paid $12.5 NNon in daims from 
the Northridge Earthquake in 1994. 
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Tlw Probtam with Natural UnpmSctiMMy 



Actuarial Analysis of a 
Worst Case Disaster 



IF AN EVENT IS 
UKELY TO OCCUR... 



IT WILL COST 



THE ACTUARIAL PREMIUM FOR 
FUTURE LOSS SHOULD BE 

(cMckjdif^ lUUTBr cxpcrac 
ind rnk provisions) 



Onceevtry lOytars(IOX) $IOOmiMion 
Once evvry 500 yars(02X) $20billion 



$10 
($100 



10) 



$40 million p«r VMT 
($20 billion -*- 500) 



The naturaJ catastrophe problem is unlilw problems that arise insufing other types of risk. 
Losses associated with life insurance, auto coverage or commerci a l Kabity are fairly 
stable arxl predictable. This alows insurers to factor expected lopgon into pricing 
coverage in a way that makes good business sense. By contrast, tosses from major 
catastrophes are highly infrequent, but can be ruinous when they fiappen. This makes 
them extremely difficult to price accurately. 

For example, in the Ulustratton above, if a $100 miion disaster is expected to occur once 
every 10 years, the actuarial premium that should be charged is $10 miion ($100 miion + 
10 years - $10 mttor^yaar). On the other hand, for an event that occurs once every SOO 
years and causes $20 biion in tosses, the actuarial premium is or4y $40 miion ($20 
biion -i- 500 years s $40 miion/year). 

This $40 miHion dolars a year is more than sufftoient. should the prsdicled event occur 
500 years in the future. However. shouM the $20 biion c a t a strophe occur next year, the 
$40 miion wouto be woefuly inadequate. 

Hence, the problem. No one knows for sure when the next cotossal c a l asU o p he wi 
occur. Everts like Hunicane Andrew or the Northridge earthquake are so nrujch larger 
than the expected tosses that are Ncely to occur in any given year that insurers cannot 
collect enough premium in a short enough time to pay aH the tosses. 
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Offering Products Consutnert Want 



Fifty or 100 years ago. the problem of natural disasters was not as critical to insurance 
companies. Most people did not live in coastal or earthquake-prone areas. Real estate 
values were relatively modest, and houses were constructed to t)etter withstand the 
threats. Perhaps even more significant, insurance coverage was not offered for 
earthquakes, hurricanes and similar acts of nature. 



Today, the situatk>n is vastly different. The standard homeowners insurance policy^ 
mandated by the housing credit markets— includes most natural disaster perils. (Fkxxj 
insurance and earthquake coverage are separate polk:ies that are added to standard 
coverage where applk:able.) 

The dilemma for insurers is how to offer a product that consumers want and real estate 
maritets demand, but which is characterized by huge swings in profitability that in worst 
cases threatens the insurer's sunm/al. 




HiMricanB Andmv. 1992 (NOAA) 
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How Reinsurance Works 



Why the Traditional Reinsurance Process Isn't Working 



Reinsurance Availability 




The traditional tool that insurers have used to manage unpredictable risks is reinsurance, 
literally the insurance of insurance. In return for a percentage of the premium it cotteds. 
an insurer is able to transfer a portion of its risk to a reinsurance entity, which, in turn, is 
obligated to reimburse the insurance company for k)sse8 that exceed certain pre- 
determined levels. Reinsurance is a valuable financial tool, but there are limits to its 
usefulness, due to cost arxi availability. 

■ In practk:e. private reinsurance capacity in any given disaster-prone region of ttie 
United States is in the range of $6 to $10 billion. 

■ But. even this capacity is altocated among all lines of property exposure so that 
the amount available to cover homeowners insurance is ck>8er to the range of 
$3 to $6 billbn. 

■ There is simply not enough private reinsurance available for insurers to 
adequately manage the risk of worst-case disasters. 
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The Kmiis of private insurance are best ilKittrated by the lanieit tayer of w»>8y<a<>ee 
purchased anywhere in the wor(d-4he $2.5 bWion of covemge provHiad ^ th« Caiy^mia 
Earthquake Authority (CEA). Established by the CaNfomia Higiilature whin the pHvate 
market for earthquake coverage disappeared after the 1984 ^k)rthHdg• ^aithquaMi, the 
CEA provkles earthquake coverage to more than 75 percent of the ttite'ft hoftieovvnera 
insurance mart(et. 

The CEA collects an actuarially sound premium from oonsumeri. whioH was 1/83 miNlon 
In 1997 and 1998 combined. This premium level refleott the belt ittlmitti frtifti «iip«Hi 
on the probability and cost of future disatleri. Even though rates ohaf0td by tht 0^ if« 
much higher than the private nuuket rales before NorthrMge« the CIA sperH 79 p«rtfnl of 
its 1997 and 1996 gross revenues to purchase 923 biten in rem s ur a no e coverage. THg 
CEA's daims-paying capacity stands at $7^ blion, so this rtlnsurinoe provttfet orify d§ 
percent of the CEA's daims paying capadly. 
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A CloMr Look at a CEA Roinsunuico Contract 

Tho Warron Buffet Layoff* 

S1.075 bilOoii of loliii wnc o ew mn^ m 

$115 nMon ptmmimm 

1 pwcMit risk ofcisini 



The diffofenoss between pricing rensuranoe and prwnary nswanoe aie dramatcaly 
iustrated by a closer examinaticxi of one d the CEA's reinsuranoe oontrads. 

Consider the deal betvveen the CEA and finvider Warren BulfBtt. Mr. Bufiett sels the 
CEA siighdy more than $1 btton of reinsurance co¥Brage. for wMch he chaiges an annual 
premium of $115 mtton*. That figure repre se nt s a return on his capital at risk of 
approximalely 13 peroenl— a reasonable return and certainly not out ol ine con si deiing 
his investment atematives. 

Buffefs 13 percent return, vwhie justiiable by capial mailcet standaids. is high nlaHw to 
ttie probabiity of a reinsurance daim. This risk is esli i nttted at one daim per 100 yeais 
(1 percent). lnotherwofds.iriheksshislofyof1heCEApertoiinsasei«ieclBd.BuKet«Mi 
theoretkaly earn $115 mBon in premium each year for 99 yean, plus addiional 
investment income, wfhie paying a $1 t)tton rensurance daim only onoe. 

An insurenoe regulalor would no¥or alow an insurenoe company to chaige rates to 
oonsumsfs t)ased on the same pmvBe, snos doing so would amount to a premium ttwt 
is more than 10 timss the kss which can rsasonably be sape c la d to occur in any given 
year. Ths regulator would be more incined to alow a prima^f late equal to the $ia75 
mtton average loss» phis tactore tor raaaonable operafcig supansss and pw§L 

The CEA example flusMtss the praUsms facsd in any property sisunnoe marttat prene 
to low-fraquency. high-cost dwartars. Conbarytoi 
by regulatory and marttat raafties on the premium thai can be < 
for e ve nts that occur only rarely. Thougti rsgulatory and marttat ualia iit b alow a 
premium that is more tfian suKcisnt to OGWsr lossss in moat yssR, on ¥Bry c 
a kss many times the siBMical awscags csn occur. Rsinaurere are not wOhg to i 
lossas at tisse lavelB for anyting leas tan a rate off relum convanMa to what oould be 
esRied in other siwaaimsnii. And Ms rate off ralwn is many ansa Isfl^ar than what is 
laing cdsclBd by #a pnmaiy awunr. Oonaac|usnlly, #a primaiy insurer can aflonl a 
lonlyaamsl taction off isi 

'TlmmmttSllSmaan 
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Some bat/e suggested tat new developmenis in the financial markats \n« someday 
sufjf3»ait pnvate reinsuranoe capacty. WNte there has been some progress to date, the 
number of financial maifcet trareadions have been few arxf the costs comparable to 
atamabves that have been around for years. 

■ Only one mafor catestrophe bond deal of any consequence has been transacted 
over the last two years — USAA's $500 million cat bond offering — and no other 
deals have been structured by major homeowr^ers* insurance companies. 

■ Activity in catastrophe futures at the Chicago Board of Trade has not grown 
signtficantty since 1992 because of the lack of sellers. 

■ Despite more than 300 listings posted at the Catastrophe Risk Exchange since 
1996. the vast bulk of transactk>ns has t>een small and inconsequential. 

■ Growth in "capital market natural catastrophe risk transfer" products is limited by 
the same forces plaguing traditk>nal reinsurance sectors— the relatively high 
opportunity costs of capital compared to the manner in which primary insurance 
is priced. 
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By the year 2010. it is projected that 75 percent of the U.S. population will live within 60 
miles of a coastline. Faced with the prospect of growing concentrati o ns of people and 
property in risk-prone regions, ttie likelihood of even higher kseses from future disastets 
and the inabiity of private reinsurance arid capital rnarkets to nrianage a greater propoftkxi 
of the risk, insurers ate seeking allemati^ ways to reduce exposures. 

■ State resMual markets of last resort for homeowners unat>le to find coverage 
from insurance companies have grown at high rates through 1997. Figures for 
1996. when they become available, are likely to show the trend continuing. 

a In FkNida. the collective value of properties covered by the state joint 
undervmting authority (JUA) is more than $70 billion. 

■ In CaKfomia. folk>wing the huge k>sses from the Northhdge Earthquake, insurers 
that wrote 96 percent of the homeowners premiums in the state during 1995 
stopped undenwriting any new homeowners insurance policies, a situatkm only 
resolved by the creatk)n of the CEA. 

■ In Hawaii, virtually the entire market for coverage against hurricanes disappeared 
in the aftermath of Hurricane InikI, a situatk>n remedied only by the creation of 
the Hawaii Hurricane Relief Fund. 

■ In North Carolina, the state hurricane *wind poor has been expanded three times 
and now includes 1 8 counties of the state. The geographic boundary of the 
program now includes properties k)cated as far as 70 miles from the Atlantk: 
coastline. 
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Three states have intervened to prevent a oomplele meltttown in private homeownets 
insurance markets. 

■ In 1993. the Florida Legislature created the Florida Hurricane Catastrophe Fund, 
a state operated reinsurance mechanism that provides insurers a lovi^er-cost. 
more comprehensive reinsurance tackslop against hurricanes than is available 
in the private market The Fund collects more than $450 miMon per year from 
insurers doing txisiness in the state. The assessments are placed in a state- 
managed, tax-exempt fund and hekJ in reserve for claims from future storms. 

■ In 1994. the state of Havvaii created the Hawaii Hurricane Reief Fund, a stale- 
managed entity that has become nearly the sole source of hurricane insurance 
coverage for homeowners in the state, the fund, wfiich is publidy managed, 
relies on a combinatk)n of insurance irxJustry asse ssm ent s , user fees and private 
reinsurance to cover anticipated tosses. 

m In Califomia. the Governor and state legislature enacted the CaNfomia 

Earttiquake AutfK>rity (CEA) in 1996. a state owned and operated venture wtiich 
includes the voluntary participation of companies with total fiomeowners market 
share greater than 70 percent The CEA provktes insurance coverage for shake 
damage caused by eartfiquakes to any state resklent wisfiing to buy the 
protection. The CEA relies on assessments from participating insurers of rrxxe 
than $4 bilNon. phjs private reinsurance and poicyhokJer assessmertts to cover 
the tHiHc ol expected tosses. 
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It is important to emphasize that without 8tale-t)acked pcograms, honieownefs insurance 
mart(ets in these regions would remain highly dysfunctional. Nevertheless, no stale 
program has the financial resources, or a sufficient tiackslop from pnvale rovisurers, to 
cover worst-case events. 

■ The Florida fund can presently cover a storm of approxirnatelySl 6 biHion. which 
equates to an event Kkely to occur once every 70 years. A worst-case Florida 
storm is projected at nearly $60 bUKon. 

■ The Hawaii fund can only cover a storm that causes losses of $1.75 biHion. 
By contrast, a worst-case storm that hits Honolulu is expected to inflict up to 
$20 billion in losses. Policyholders with claims exceeding the capacity of the 
fund would receive prorated payments on their losses. 

■ In Cafifomia. the CEA has the financial reaoutoes to cover up to a 400-year event 
($7 billion), but must pro-rate claims for loeses that ex cee d these levels. 
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Solutions to the Calastrqphe InsuTEnoe Problem 



Options for Funding Natural Disasters 




IndMduaJ proporty owners, visuranoe companids. captel nriaikets, reinsurefs, and stale 
and local govemnrienis should al bear a certain amount of re6ponsi)iity for f^ 



insurance companies are in the business of helping consumers rebuild from the 
ravages of nature. 

Capital markets always seek profitable investment opportunities and reinsurers 
earn money by provkjing viable products that their insurance customers need 
and can afford. 

States and kx:alities have taken steps to assure the availability of homeowners 
insurance where it would not otherwise be available. 

Consumers have been forced to assume a higher burden of disaster k)sses 
through higher premiums and less generous coverage. 

In Fk>rida. homeowners insurance rates increased more than 80 percent 
from ttie date of Hurricane Andrew in 1992 until January 1997. 

In California, earthquake insurance deductibles are 15 percent. Coverage for 
contents, additional living expenses after a loss, and for unattached stmctures 
has been nearly eliminated, placing an increased burden on indivkilual property 
owners. 
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But there are also limits to what any of these entities and oonsumefs can do. 

■ Insurance companies cannot be expected to cover losses if. over the long mn. 
the business is not profitable. 

■ Capital markets and reinsurers similarty cannot sell a product that does not return 
a profit commensurate with other investment alternatives. 

■ The tax base in any given state or community will never be large enough to 
shoulder the burden of a mega-catastrophe alone. 

■ There is a limit to what consumers can rea8onat3ly pay for coverage from an 
event that in all probak>ility will not occur in their lifetime. 

■ If deductions are too large and prices too high, insurance no longer becomes a 
practical alternative for managing risk. 
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Option 1: Let Private Markets Handle It 
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HunicmmAnatm. 1992 (NOM) 

As a matter of put)lic policy, wtiat should we do? One alternative is to allow ttie private 
market to proceed as it has been doing. Under this scenario, ttie price of homeowners 
insurance will continue to rise. t)enefits will erode, and ttie trend towards reduced 
insurance market capacity will accelerate. 



From an economic standpoint, these devek)pments wouki be a logical 
txjsiness rrxxjel that does not appear viable in the face of the potential 
worst-case catastrophe. 



to a 
from a 



If consumers cannot find appropriate insurance coverage, or if insurance companies do 
not wish to sen it, what is the harm? 

■ None at all. so long as major disaster tosses do not occur. 

■ Realtors, mortgage lenders, insurance companies, reinsurers, state governments 
and consumers will aH find a way to keep going while ignoring the possibility of a 
major event. 

■ Such was the case in Japan. After a devastating quake that nearly wiped out 
Tokyo in the 1920's. insurance companies generally abandoned the market, the 
government was content with the status quo and there was no uproar from 
consumers. All went well until 1995 when a major quake struck Japan's second 
largest city. Kobe. Losses totaled more ttian $100 tMon. Lets than 1 percent of 
ttie k>ss was insured. The burden of rebuikJing focused almost exclusively on 
devastated victims and the government of Japan. 
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tfvvedorK>thirig.noonewillparticularVnol»eorcareurMrthein^^ When 

it does, the cost of ignormg the problem wi suddenly oome due \Mth ir^^ 

■ Insurers will fail in record numbers, leaving their customers with potentially 
unpaid claims. 

■ Guaranty funds, designed to protect against the occasional failure of an insurer 
will be overwhelmed, triggering even more defaults. 

■ Reinsurance will cover only a part of the loss, and following a historical pattern, 
the cost of reinsurance will explode, causing further contractions in the primary 
insurance maricet. 

■ State programs will tsB overwt Milme d, leaving policyholders no right of r edress 
and likely to be reimbursed for only a portion of their claims. 

■ Worst of all. those homeowners wfio could neither find adequate coverage or 
afford it will f md themselves in the midst of a personal cala s ti^ophe from which 
they will have no means to recover on their own. 

■ Who will be caNed upon wtienttieie is no one left to take care of this mess? The 
federal government, of course. 
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The Presidem, the Congress and the American people wili not tolerate a c^ 

large and staggering human and economic tol. Indeed, much as it would if the attack had 

n a missile or bomb, the federal government will immediately step into action, 

|of the cost. 



This is as it should be, since it is precisely for such purposes that a federal govemmertf 
exists... to woffc in the pul)lc vMrest when ttiere is no one bettor suitod to perform the 
task. And yst we pay a huge price for this '^after-^he-facTsokJtion. 

■ Because we have not prepared in advance, the costs wiH be much higher. 

■ Because the federal government cannot absorb the entire toss, many families wW 
be ruined financially. 

■ The secondary effect on mortgage markets, banking and financial institut to n s and 
real estate vetoes wiN be extremely severe. 

■ The private homeowner s insurance market may be per ma nently mined. 

■ And, the bulk of recovery costs win be borne nattonaNy by texpayers who live 
nowhere near the disaster site. 
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Option 2: Federal Reinsurance 




There is a better way. The federal government can encourage every other entity to take 
on as much of the burden as can reasonably be expected, and then, where there are 
gaps, use its unique power and capacity to finish the job. 

■ Insurers are more than able to cover the lion's share of losses from natural 
catastrophes. It is only the very large and extremely rare events that pose 
the problem. 

■ Reinsurers and capital markets are constantly evolving to serve their customers 
more eff k:iently. A portion of disaster tosses will always be ab8ort)ed by ttiese 
mechanisms. 

■ Where private insurance markets are not sufficient and reinsurance capacity 
inadequate, state insurance regulators are the togicai first line of defense for 
consumers, and they have shown a willingness to respond wfien needed. 

■ Thus, it is only the rare and extremely large disaster that poses tfie problem. 
Leave this problem unresolved and the entire safety net crumbles for everyone. 
Insurers abandon markets. Consumers go without protectton. Underfinanced 
state solutions are poised for failure. 
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The HR 21 Solution 



What it is, How it Works 
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HR 21. the HomeoMneiB Insuranoe Availabity Act is the logical ansvver to how tie 
f edefBl government cen kM responsive. This tegJBlation seeks to enoomage the priMSls 
visurance industry, capital markets, rensurers, state government, oonsumeiB and #ie 
federal government to coNectiveiy shoulder the burden of natural disastsr risk. 

It does this k>y ignoring the bulk of natural disasters, and stepping in only for those rare 
events that exceed the reasonable financial limits of market forces and state governments. 
For these catastrophk: events, the federal govemmertf will s^iare the risk by Be i n g 
actuarially priced reinsurance that is either not presently available in the private 
marketplace or cannot reasonably be expected to be offered in the private maiketplaoe in 
the foreseeable future. 
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tteCost 

Umler the provisnns of HR 21 . the Secretary of the Treasuiy would eslab^ 
commission of actuarial experts to help determine prices tor federal reinsurance. The 
secretary would have final pricing authority, except that the prices could not be less than 
levels recommended t)y the commission. There would be three components to pricing: 

■ Risk-based price. A sum ttiat reflects the anticipated annualized payout of the 
contract according to actuarial analysis and commission recommerKlations. plus 

m Rislc-load. An amount ttiat is not less than the risk-t>ased price, plus 

m Administrative costs. A sum sufficient to provide for the operation of the 
commission and the administrative expenses incurred by the Secretary. 



Under HR 21. state-njn programs such as the CEA. FHCF and HHRF would be able to 
purchase reinsurarK:e coverage for events that exceed their claims-paying capacity. This 
means that ttie state's "Ystained loeses"— the nwwnum amount it must pay out before 
fMeral fsinsurance kicKs in--would be based on an aniount that is the greater of : 

■ $2biltton 

■ The claims-paying capacity of the eligible state program as determined 
by the Secretary, or 

■ An amount determined by the Secretary ttiat is sufficient to cover eligible losses 
in the state during a 12-month period for an events having a HkeKhood of 
occurring once every 100 years. 



In a regional auction, the trigger for federal reinsurance is tied to the residential insured 
loss IMy to occur once every 100 yeais. Experts advising the SecrHary of the Treasury 
would estimate tfie 100-year loss thre sh old in each region. 

it is also up to the Secretary to d et e rm ine how many contracts wi be sold at each auction, 
and the stales that vMl comprise a particuiar region. The law raquirBS the Secrslary to 
conduct at least six regional auctions per year, including separate auctions for the stales off 
RoridaandCaNfomia. 

The total payout cannot exceed $25 btton per year from al contracts sold nationwide. If 
there were a particuiariy bad year, avaiabls funds would be dtotributed proportionaialy. 
However, the statistical probabity off such an oocunenoe is in tie range of 1/10.000. 
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Let us assume that for the Pacific Northwest, the Secretary decides to auction 1.000 
contracts, each with a value of $20 miliion. For illustration purposes only, we will assume 
that a 100-year event in the region is $4 billion. Here are the pricing steps: 

■ Using input from actuaries and other experts, the Secretary determines the 
number and severity of catastrophes that are anticipated to occur in the region 
above the 100-year threshold. There will be many years when there are no 
losses, and there may be one or two years when losses might be very large. The 
average of these losses is known as the avenge annual loss (AAL) and is the ^ 
first step in determining a risk-based price for each reinsurance contract. 

For our example, we will assume that the AAL in the Pacif k: Northwest for events 
that exceed $4 bilton is $100 millk)n per year. The risk-based price for each 
contract then becomes a simple cak:ulation. 

Simp Onm: Dmimnninm 
Rtsk-Brnmrnd Frtcm 

$100 miiton (AAL) 
* 1.000 contracts 
$100,000 per contract 



Next, the Secretary must add an additional charge or "k^d" in an effort to collect 
enough premium if a catastrophe occurs sooner than expected. This load factor 
must be at least as high as the AAL. Thus, the $100,000 figure established in 
the first step is doubled to at least $200,000. 

Simp Tww AddLomd 

$100,000 (from first step) 
•f $1PQ.QQ0(l9^ 
subtotal = $200,000 

Finally, the Secretary adds an additk>nal cost to reflect the administrative 
expense of running the federal reinsurance program. For illustrative purposes, 
we will assume these administrative costs add 5 percent to the cost of each 
contract, or approximately $10,000. Therefore, the minimum bid price of each 
contract sokJ in the Pacif k: Northwest auctk)n woukJ be no less than $210,000. 

Simp Thrmm: Add 

$200,000 (from second step) 
•f $1Q.QQQ(§%gf?Vrt>tqftl) 
a $210,000 

Through the auctnn process, it is likely that the price of federal reinsurance conHads 
wouM rise as insurers, reinsurers and other investors competitively bkl. Thus. wNte 
$210,000 might be the opening price for each contract, it is possi)le that the final price 
wouM be conskterably more. 
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To c ol o c t f6dof8J rensurance, it would bo nocoftify for s cintirophic 
the Paofic Northwest during the one-year contract teem, which camw 
the lOO-yaartfiggerlhreshold ($4 MKon). 
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For purpoaea of our example, let us assume that al tha contrads haMi 
WBrtL occurs in ttie Pacific Northwest that causes $7 bilion m Mel 
peses. Aocofuvig v> me caBUHBons oascniea oeiow, me porwon or i 
forfsdeial rsinsuRsnce coverage would be S3 bMon: 



$7 biBon (ineurad loaaea from cita i t i T ipht) 
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HumcaneAndnw, 19S2(NOAA) 

The federal reinsurance offered by HR 21 is not intended to replace or compete with 
private insurance or reinsurarx:e niarkets. In fact, it is hoped that the federal program will 
actually encourage the private market to absorb an even greater share of catastrophe 
exposures over time. 

The best analogy might be federal k>acking of private mortgage securities. An unheard of 
concept thirty years ago. Congressional support led to a stable and thriving secondary 
market for mortgage-backed investments that has increased homeownership and the 
affordability of housing across the United States. 

Key Features: 

■ Reinsurance contracts sold at auctk>n are f ulty transferable and divisible. 

■ The goal is to create an active secondary market that will ultimately attract new 
sources of investment capital. 

■ The Secretary of the Treasury cannot sell contracts at prices or levels of 
coverage that are duplk^ted in the private martcet. 

■ Federal reinsurance will only cover 50 percent of eligible bsses. forcing 
those who buy the coverage to seek attemative sources to cover the balance 
of their risk. 

■ The program includes an automatic 10-year sunset piovkled new sources of 
capital devek>p to supplant federal coverage. 
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Average Surplus After Ten Years 

$l33BILUON 



I 



If all (25) states with 

$7.0 BILLION ||H catastrophic loss 

$5.7 BILLION HHi ^ts potential participate 

If current states with ^i^ If 6 states with 

ni^rrwisawswiui mr no »««> wi«i (CA.FLHllANY.TX.MA. 

state programs catastrophic loss iii.ct.nj.demcxva.hc. 

participate poiendal participate sc. ga.al ms.ar. ky. il 

(FLCA.HI) (CA.FLHI.IANY4TX) IN.MaTN*WA) 

*Tht wcrage balance of the (uni after coMcctmc premium and ftpng daims over 10 years. 



H.R. 21 is a common sense approach to preparing for future disasters. 

■ It charges actuarially t>a8ed premiums to those states and insurance markets 
where extreme future losses are most likely. 

■ Those premiums accumulate in a federal disaster trust fund that buikJ over time 
(tax-free) in a manner that pre-f unds possit>le future claims. 

■ When claims do occur, they are pakj for from accumulated premiums, not 
general tax reverujes. In this way, those at risk pay for their protectk>n directly, 
instead of relying on taxpayers that do not live in risk-prone areas. 

■ Studies show that the federal reinsurance program is most Kkely to generate a 
federal budgetary surplus over time. 
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supports HJL 21? 



Insurance Conipanies and Organizations: 

■ State Farm Insurance 

■ Allstate Insurance 

■ Farmers Insurance 

■ SAFECO Insurance 

■ Met Life Auto & Home 

■ The Hartford 

■ Chubb Insurance 

■ Independent Insurance Agents of America 

■ National Association of Independent Insurers 

Financial and Real Estate Organizations: 

■ Washington Mutual 

■ Westem League of Savings Institutions 

■ National Association of Homebuilders 

■ National Association of Realtors 

■ Fannie Mae 

■ Freddie Mac 

Government Leaders: 

■ Deputy Treasury Secretary Lawrence Summers 

■ Insurance Commissioners from New York, California. Florida. Louisiana, etc. 

■ House Banking Committee Chairman Jim Leach 

■ House Banking Committee Ranking Minority Member John LaFalce 
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Frequently Asked Questions About HR 21 



HoMf do auctioiiB vMNk? 

The Treasury vviN corxhjct at least six auctkxis per year. Each auction will target a part of 
the country prone to potentially catastrophic disasters. 



For each region, the department wiH detemnine the 
reinsurance will be available. This level or "index" will be 
Secretary is guided by certain requirements. 



level at which federal 
for each region, but the 



The index cannot be set at levels below which the probability of an event is 1 percent. In 
other words, federal reinsurance wiH only be availat)le for events that occur less than once 
every 100 years. The index also cannot compete with levels of coverage typically offered 
in private reinsurance markets. 

Once the regional index is established, the Secretary will set an appropriate minimum bid 
or resen/e price for each contract. The Treasury Department will determine the precise 
number and denominations of contracts in a region, but the total value of all contracts 
cannot exceed $25 billion. Interested parties, indudir)g insurance companies, reinsurers 
and other investors may sut>mit bids above the reserve price for any of the contracts 
offered for sale. 

If a catastrophe occurs in the region during the contract term and insured losses exceed 
the minimum levels established as the index, the owner of a reinsurance contract is 
entitled to payment according to a predetermined formula. That formula is designed to 
pay 50 percent of losses that exceed the index. 

For example. Company "A" purchases a federal reinsurance contract for natural disasters 
that might occur in the region above an index of $10 billion. An earthquake occurs that 
causes $14 billbn in insured k)sses. Consequently, the \06S above the $10 bilbon index is 
$4 billk)n. Fifty percent or $2 billion of this kiss is covered by federal reinsurance, which is 
aUocated proportionately among owners of federal reinsurance contracts including 
Company "A." 



The pubfic interest wouU not be sen^ by state-governed 
another for a Nmitad number of federal oontrads. In 
populatkxi and disaster risk, certain states woukJ be able to 
expense of their smaller rivals. 



m\ one 
vary in 
the auctions at the 
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It is unlikely. Unless there is a private insurance market crisis, there is little incentive for a 
state to create a program. In fact, it is hoped that the regk>nal auctxxis made available by 
the Treasury Department will obviate the need for additnnal state programs 

To date, only three states have crealed such plans, in large part because of the faiure of 
the private homeowners insurance market There are also certain eligibility criteria be/bre 
a state program can qualify for federal reinsurance. 

These include: 

■ A finding by state regulators that the program is necessary to provide continuing 
coverage for consumers. 

■ The program is operated as a not-for-profit, tax-exempt organization. 

■ All surpluses are retained for future events that may occur. 

■ Ten percent of the program's net income is used for programs that reduce the 
cost of future disasters. 

■ The program does not involve cross-sut>skJies. 

■ Premiums charged by the program reflect full actuarial costs. 

■ Publicly appointed representatives administer the program. 

■ Coverage made available by the program does not compete with coverage 
available in the private maricet. 

■ Coverage is available on a non-discriminatory basis. 

■ The state has building codes consistent with recommendations by FEMA. 

■ The state has laws to prohibit price gouging following a major disaster. 
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This quetlion is olten posed rtietoricaly by asking, n/Vhafs in tt lor Wisconsin or IombT 
The fact is that the biggest risic to U.S. ta)g)ayer8 is the grw^ 
underi nsured homeovwierB in coastal arsas and earthquake zones. That is because. If a 
lai^ event does occur, uninsured vidinns vmI ak no st surely de ma n d faderal relief. Under 
such a sosnano, taxpayers across Amenca, reganfless of >AAiere they hve, vmI pay lor this 
rslief . It is fv iMttsr to assure that nsursnce maricats are functiorwig properly in tliese 
high-risk areas. Federal dwaster assistarKse is dvecUy ofbet tiy private insurance claims. 
A program that assures a solvent and wwMuncliorwig market in d w a st er-prone areas 
reduces the pr oble m of urwwursd victims demarwlirtg govern m en t handouts. 



Under HR 21. the rsgtons most likelyto need go¥s mn en t assi st a nce wi be paying into a 
system to pre fund a lar^ share of the costs and preserve private wisuranoe markets. 
Should losses occur that ex ceed the financial capacit y of ttie fedsial reinsurance (highly 
unitely since no event in U.S. history has yet to cause losses sufficient enough to trigger 
the progrsm), the Trsasuiy may issue bonds to raise sufficient capital, v^Jkh must be 
repaid >with inlerBSt flnom future premiums. This is fSv prefsrable to a "YkHiotfwig" approach 
that vmI loroe the government to alocate funds through disaster rshef programs vMhich 



The $300 txKon surplus figure applies to al types of insurance, rK)t /xvneoiMnefs 
insurance. ki fact, only about 10 pereent of insurance industry prerniurns oovsr exposurss 
to residential property. The truth is that the amount of surplus that can be reasonably 
f Hi ftf ? w » w< to nwj tfgn tfu f property exposuras is ctoser to $30 bHon than $300 bilcn. And, 
uvs ngure appses ID poKses son Hwougrioui Vie urwao sans, ineamounior surpus 
backing insursre «^ vMTite in spacMc parts of the country is much tower. 
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A Brief Response to the 
Reinsanuice Association of America's Testimony and '^Fact" Slieet 

• RAA claims reinsurance rates have fidlen. 

This ''ftct*' omits the laiger truth that over the last ten years, reinsutance rates have 
ianet60%. 



Rates rose 1 10% between 1990 and 1994. Rates declined 35.8% between 1995 and 
1999. Rates will again surge following a major disaster. In fact, reinsurers are 
counting on it. 

Paragon Reinsurance Price Index 





%Change 


Index Number 


1990 


+ 9.7% 


1.02 


1991 


+ 15.7% 


1.18 


1992 


+ 19.5% 


1.41 


1993 


+ 60.3% 


2.26 


1994 


+ 4.9% 


2.37 


1995 


- 2.2% 


2.32 


1996 


- 7.8% 


2.14 


1997 


- 13.3% 


1.85 


1998 


- 10.2% 


1.67 


1999 


- 2.3% 


1.63 


Net Increase 






(•90-99) 


+ 61% 





Source: Paragon Risk Management Services 
Survey of Reinsurance Prices 

• RAA says there is $20 billion of reinsuianqe sold per region of the U.S. This 
contention is inaccurate and misleading because it fidls to account for several factors: 

1) At least halfthis figure is for coiftmercia/ejqposures. The amount devoted to 
residential lines is much lower. 

Using this logic the claim of *^0 billion" must be reduced to $10 billion. 

2) The $10 billion is further exaggorated because te numbers are double, triple and 
quadruple-counted. 
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Example. Allstate buys approximately $500 million of reinsurance for their 
hurricane exposure in the Northeast But since Allstate is a rmtional company, 
RAA counts the $500 million separately for each region in which Allstate does 
business. Thus, RAA credits the reinsurance industry with having provided 
Allstate $500 million in every region of tiie U.S., even though there is no 
hurricane risk in these regions and the ''coverage** is meaningless. Using RAA 
logic, $500 million of legitimate hurricane catastrophe reinsurance is magically 
transformed into $3 billion of nonexistent coverage. 

In sum, relevant reinsurance capacity is overstated by half because of conunercial 
lines coverage and greatly exaggerated by double and triple counting. The true 
capacity is between $3 billion and $5 billion. 

3) RAA*s exaggerations by several orders of magnitude are clearly demonstrated by 
the example of the California Earthquake Authority. 

The CEA insures neariy all the homeowners insurance coverage sold in the state. 
It buys more reinsurance tiian any other entity in tiie worid. How much does it 
buy? Answer. $2.4 billion. 

If tiie CEA has neariy all of tiie residential earthquake exposure, it strains 
credibility to suggest an additional $17.6 billion in reinsurance is being sold. 

4) Even accepting RAA*s fidse claim of $20 billion in reinsurance capacity per 
region, thm own claim diat the reinsurance industry is 1/10*^ tiie size of tiie 
primary market cleariy demonstrates this could not possibly be true. 

By the RAA*s measurements, the reinsurance industry is capitalized at 
approximately $30 billion (1/10*^ of $300+ billion). If there is $20 billion in 
reinsurance being sold in all six regions of tiie U.S., that would mean total 
reinsurance cat covers would exceed $ 1 20 billion ($20 billion x 6). A $30 billion 
industry could not possibly sell $120 billion in coverage. 

The RAA says tiie industry surplus is more tiian $300 billion. 

This is again a highly misleading claim. 

The $300+ billion refers to all insurance companies, and all kinds of insurance, not 
companies who write homeowners coverage in disaster-prone markets. Most of the 
$300+ billion surplus belongs to insurers who do not write homeowners insurance and 
therefore have no relevant liability for the lines of insurance covered by H.R. 21 . 

The ten largest homeowners insurance companies are reqxMisible for approximately 
75% of all homeowners insurance policies sold in tiie U.S. Their surplus is a small 
fraction of the $300 billion tiie RAA cites. 
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What's more, most of that surplus is derived from non-homeowners insurance 
operations (e.g. auto insurance). Of the top 10 insurance companies, homeowners 
insurance accounts for only 10 to 15% of their total premium revenues If the top 10 
companies that write 80% of the business have a surplus of less than $100 billion, 
and only 10% to 15% of that figure is derived from homeowners insurance, it is 
absurd to suggest that these companies would risk their overall operations for such a 
small part of their entire business. 

• The RAA says that the California Earthquake Authority is getting a **good deal'* and 
that rates have fallen. 

In point of fact, last year the CEA collected $394 million in premium from California 
consumers and paid reinsurers $354 million for only $2.4 billion in reinsurance 
coverage. 

Even with the "savings" RAA touts, next year the CEA will spend $307 million for 
reinsurance coverage. In other words, reinsurers take $3 out of every $4 dollars that 
the CEA collects, but only assumes $2.4 billion out of an overall exposure that 
exceeds $7.5 billion - and beyond $7.5 billion, the CEA must prorate consumer 
claims. 

• The Bottom Line : 

If the market was healthy, there would be no availability problems. 

There would be no need for a CEA or Florida Cat Fund. The Louisiana Fair Plan 
would not be adding 1 ,000 new policyholders per month. The Florida Windstorm 
Underwriting Authority would not have added 250,000 families (nearly a million 
people) last year! 

Markets of Last Resort Growth Rates (1993- 1999) 



Louisiana 


+ 


807 % 


Florida 


+ 


268 % 


California 


+ 


88% 


North Carolina 


+ 


69% 


South Carolina 


+ 


82% 


Source: PIPSO 
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STATEMENT of 

ROBERT W, PIKE 

EXECUTIVE VICE PpSIDENT, SECRETARY AND GENERAL COUNSEL 
ALLSTATE INSURANCE COMPANY 

before the 

HOUSE COMMITTEE ON BANKING AND FINANCIAL SERVICES 
U,S. HOUSE OF REPRESENTATIVES 

regarding 

H.R.21 
THE HOMEOWNERS INSURANCE AVAILABILITY ACT OF 1999 

JULY 30, 1999 

Thank you for the invitation to appear before you today to discuss H.R. 21 , the 
Homeowners Insurance Availability Act of 1999. 

Allstate insures more than 30 million homes and automobiles, making us the largest 
investor-owned personal lines insurance company in the United States. We share the 
Conunittee's concern about the availability of homeowners insurance and welcome the 
opportunity to tell you why H.R. 21 is critically important. 

Twice in this decade, Allstate has faced massive losses from natural disasters. In 1992, 
we paid more tiian $2.3 billion for claims associated with Hurricane Andrew. The loss 
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exceeded all of the premiums we collected in Florida over 50 years and consumed 42% 
of our nationwide surplus. 

Two years later the Northridge earthquake caused industry-wide insured losses of more 
than $12.5 billion. Allstate's share of these losses exceeded $1 .6 billion. 

Even though we settled virtually all of our claims quickly and to o*jr policyholder's 
satisfaction, our shareholders demanded that we take certain steps to assure that the 
company could not be threatened with insolvency from a future disaster. Therefore, we 
embarked on a plan to limit our exposures to catastrophes in several ways. 

First, we increased the amount of private reinsurance we purchased from reinsurance 
companies and capital markets. 

Second, we carefully limited the amount of business we did in certain areas which are 
susceptible to exceptionally large hurricane and earthquake losses. 

Third, we participated in new state-sponsored initiatives in Florida and California 
designed to create new insurance capacity and improve the availability of coverage. 

We are proud of the steps we have taken, but they have by no means solved tiie problem. 

Today, Allstate buys more private reinsurance than any property insurance company in 
the United Sates. We want to buy more reinsurance, but after five years of trying, we still 
cannot find coverage in sufficient quantities and at prices which make it a practical means 
for managing our worst-case risks. It is true tiiat the current market for reinsunuioe is 
better now than it has been for some time. We should r eme mb er , however, that over te 
last decade, prices and capacity have been extremely volatile. 
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We have tried to compensate for tiie lack of reinsimmce capacity by limiting our own 
growth in certain regions, but these efforts have caused significant hardships for our 
agents and the communities we serve. Worse, based on our observations of the 
maricetplace, other insurers have been unwilling or unable to absorb the business Allstate, 
out of economic necessity, can no longer write. From their actions, we can only deduce 
that other insurers have reached conclusions similar to our own: property exposures are 
too big; there is not enough reinsurance capacity, and writing more coverage without an 
adequate means to manage the risk is no longer a prudent business strategy. 

This is the mindset that has led to the persistent problem of avulability and the fi:aying of 
the homeowners insurance safety net 

Higher premiums have not eased the situation. In foct, even in markets where rates have 
risen dramadcally, residual market pools for homeowners unable to find coverage from 
insunnce companies have been steadily rising. 

The boundaries of the Nordi Carolina windpool have been expanded three times in less 
than twenty momhs. The Florida Windstorm Underwriting association accepted more 
than 250,000 applications in die last year. Louisiana adds 1,000 new fidnilieseveiy 
mondi to its winc^xwl. These poob would not be growing if reinsurance were available 
in sufficient quantities to primary, insurers and at prices that allowed the risks to be 
ptopeily managed. 

It is ow business to insure piopcrty, so we have tried eveiytliing possible to expand the 
industry * s capacity to deal widi catastrophe exposures. We have talked to investment 
bankets, suppofted thank-tank initiadves and participated in various industry coalitions. 
But to be quite honest, it b mostly talk. No one b prepared to put enough money on the 
table, at a realistic priqp, to make a serious dent in the leinsunuioe capacity gap. IniSKt, 
tbt capital markets are less active today than they were even three yean ago. 
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By far, our most successfiil efforts have involved public-private partnerships between 
insurance companies, insurance regulators and state government The Florida 
Catastrophe Fund (FCF), a state-run, privately financed reinsurance program is the best 
example. The FCF was established after Hurricane Andrew because, in the words of 
FCF*s chief executive Jack Nicholson^ '"the private reinsurance market was not able to 
meet the needs of Florida insurers and policyholders.**' 

The FCF uses an innovative combination of insurance company premiums and bonding 
authority to create a new source of reinsurance capacit>' which cannot be duplicated in the 
private market From the start, the motive of the program was to prepare for.the next 
great hurricane to strike the state, and according to Deputy Insurance Commissioner^ ...: 
Suzanne Murphy, its success is the single most important reason the entire Florida 
homeowners insurance market has been stabilized ibr the time being.^ d' ^- 

The FCF is a significant accomplishment It provides $1 1 billion of reinsurance capacity 
that would otherwise not be available, and unlike private reinsurance, the growing surplus 
remains in Florida, to be used whenever the next hurricane hits the state. Despite this 
success, the Cat Fund falls considerably short of what is needed to cover a major 
hurricane which in Florida could cause $40'Or $50 billion in losses. — 

Another modest success isthe Califomia£arthquake Authority, 'it was covered by the • 
California legislature in the aftermath of the Northridge Earthquake when 96% of the . 
private insurance market stopped writing homeowners coverage entirely. The CEA 
provides earthquake insurance duectly to homeowners. WitlyKit it^there would be no 
reasonable suppl/of coverage available in the state. 



' Jack Nicholson, Testimony before the Hoiise Banking Subcommittee on Housin^lmdi Community 
Opportunity, July 12, J 999, Tampa Florida. ^,,^ .. ..; , ^ - 

^ Susanne Murphy, Testimony before the House Banking Subcommittee on Housing and Community 
Opportunity, July 12, 1999. Tampa, Fk>rida. 
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Unlike the Flodda Cat Fuod, which relies on its own resouices and bonding capacity for 
reinsurance, die CEA purehasesreinsunnoe fiom private sources, including capital 
markelB. It bii^ the laigest layer ofreinsunoce sold anyv^iere in the ^orld. To qualify 
for this honor, you would think the CEA*s private reinsurance layer would be huge« In 
foct, the total is only $2.4 billion, which is less than 1/5* of the loss fiopi the Northridge 
Earthquake and probably less than 2% of the losses which wculd occur fiom a worst-case 
seismic event 

The CEA's capacity is so limited that once claims fiom a fiiture earthquake exceed $7.5 
billion, even with a private reinsurance backstop, homeowners claims will no longer be 
fiilly honored. This is not an acceptable long-term solution. 

The experience of Florida and California clearly show that even large states with huge 
insurance markets cannot adequately cover high levels of catastrophic losses. H.R. 21 . 
will help to solve this problem. It would provide reinsurance protection fiom the worst 
\% of natural disasters which are too large and too unpredictable to be reasooably 
covered by private insurers and states on their own. 

The protection would be offered for sale by the Treasury Department in two ways. State 
programs, like the Florida Cat Fund and the California Earthquake Authority, could 
purchase coverage directly fix>m the Treasury at actuarial rates. In addition, the Treasury 
would offer reinsurance contracts to the highest bidders in regional insurance auctions 
intended for insurance companies and reinsurers. 

It is die mtent of the program to encoun^ the development of other, more innovative 
risk financing mechanisms in the private sector. But it recognizes that those new 
mechanismsarc in their infiacy and unlikely to generate signlfkint new capacity tor at 
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The federal reinsurance plan envisioned by H:R. 21 is not activated until insured losses 
from a natural catastrophe exceed a threshold defined as a l-in-lOO year event. This 
means that the vast bulk of insurance losses will continue to be covered exclusively by 
the private market. Once losses exceed the 100-year threshold, federal reinsurance pays 
50% of eligible losses, up to a predetermined maximum. In tHe case of ^e Florida Cat 
Fund, for example, federal reinsurance would only cover insured losses after $21 billion 
in losses had been absorbed by insurers and the state program. 

Opponents of H.R. 21 have sought to portray the triggers in H.R. 21 as unnecessarily 
generous. They claim that the program will cover events which cause damage as low as 
$2 billion. In fact, the bill says that the trigger should be a 1 -in- 100 year event for a state 
or region, or $2 billion, whichever is greater. Under this standard, the trigger for Florida, 
as I have already mentioned, is $21 billion not $2 billion. Earthquakes in the New 
Madrid region of Missouri, Aricansas, Tennessee, Illinois and Indiana would only be 
covered after losses exceeded $10 billion. In the Pacific Northwest, the bigger would be 
in the $6 billion range. By using ^e 1 -in- 100 year criteria as the standard for each and 
every region, H.R. 21 assures that all states will be treated fairly and equally. 



In closing, Mr. Chairman, let me say that Congress has a clear opportunity to address a 
problem while it is a trend instead of a crisis. 

We know that the mechanisms in place are inadequate for the problem. Instirance 
markets are deteriorating, and they are doing so most quickly in the areas which are likely 
to suffer natural disasters of extremely la^e magnitude. 

A federal reinsurance program will bring stability and pitddictability to insurance markets. 
It will assure the integrity of state programs which are certain to fail if a large event 
occurs. It is not a replacement for the private markets. Insurance companies, and 
insurers in cooperation with state government, will continue to cover 99 out of 100 risks 
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with no federal backstop.* This means that insurers will still require as much private 
reinsurance as is available. Biit there are some events which logic tells us are too big for 
any insurance company or any state to manage, and it is unrealistic to think that these 
events should be ou^ responsibility alone. 

Whether Congress takes action on H.R. 21 will do nothing to change the odds of a 
catastrophic event occurring. However, Congress can influence whether the recovery is 
swift and orderly or delayed and haphazard. Assuring the integrity of the private 
insurance system is the fairest, most equitable and ppst-effective way for government to, 
support the rebuilding process. It is certainly better than the ad hoc relief and government 
handouts that characterize our current ^^proach to dealing with natural disasters. 

We urge the Banking Committee, as it did last year, to report the language contained in 
H.R. 2 1 and move it swiftly to the H6use floor. 
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SUMMARY OF THE TESTIMONY OF 
DARRYL D. HANSEN REGARDING H.lt21 



Danyl D. Hansen is the Chainnan, President and CEO of GuideOne Insurance, a 
medium-sized insurer that writes commercial and consumer insurance across the country. 
The consvimer business includes homeowners' insurance, some of which is written in areas 
prone to catastrophe losses. Mr. Hansen supports H.R. 21 as a high-level federal reinsurance 
safety net to supplement the private insurance and reinsurance markets in the event of a 
truly major catastrophe loss that could have a national economic impact 

Adequate, affordable catastrophe reinsurance is an essential pan of prudent financial 
planning for small to medium size insurers which write homeowners' insurance in 
geographic areas that are or may be vulnerable to catastrophic losses, such as hurricanes, 
earthquakes, and other natural disasters. Without reinsurance, such companies cannot write 
insurance in these geographic areas. 

A lack of available, affordable catastrophe reinsurance also affects consumers. If the 
smaller insurers cannot write the business, compeddon will suffer. Catastrophe losses often 
result in higher premiums and a lack of availability of consumer insurance. Insurance that is 
available may be restricted as to deducdbles and coverages. In the absence of adequate 
reinsurance, insurance companies have no choice but to take reasonable and necessary steps 
to protect their own solvency, which in turn impacts consumer insurance markets. 

Major catastrophe losses will also have a significant affect upon the nadonal 
economy. This includes the direct impact caused by the catastrophe - deaths, injuries, 
property damage, disruption of the local economy, unemployment for workers in destroyed 
businesses, and the tipple effect as suppliers or vendors to other manufacmring plants or 
businesses cannot fulfill their contracts. Another direct impact would be the depressing 
effect upon nadonal financial markets caused by the liquidation of insurer investments to 
generate cash to pay claims, and the likelihood of upward pressure on interest rates as 
muldple parnes pursue the same money supply. This impact could be felt by people and 
companies all across the country, even though there was no direct connecdon with the actual 
physical loss caused by the catastrophe. 

H.R. 21 contains a soludon that could serve to avoid the worst-case potential of a 
truly major catastrophe by providing a high level federal reinsurance safety net that would 
not compete with existing private markets, and would only be triggered by such a major 
event, lliis soludon is aimed at preventing a negative nadonal economic impact resulting 
£com such an event. 



July 30, 1999 
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WRITTEN PRESENTATION TO THE HOUSE COMMITTEE QN 

BANKING AND FINANCIAL SERVICES 

DARRYL D. HANSEN, ^RESIDENT, CHAIRMAN AND CEO 

GUIDEONE INSURANCE 

JULY 30,1999 



Good motning. My name is Dairyl Hansen. I am Chairman, President and CEO of 
GuideOne Insurance, ^m West Des Moines, Iowa. I api here today to offer some 
comments on H.R. 21, the "Homeowners Insurance AvailabiHty Act of 1999", ^m the 
perspective of the small-to-medium size insurance company. I also serve on the board of 
directors of the National Associadon of Independent Insurers, which is an assodadon of 
more than 600 insureds doing business across the country. Many of these companies fall 
into the small-to-medium size category as well, so my comments may apply to the interests 
of the NAII and its members. 

GuideOne Insurance has been in business since 1947. It is located in Iowa and does 
business all across the country. GuideOne originally sold automobile insurance to 
nondrinkers, but over the years has expanded its product lines to include homeowners 
insurance and houses of worship. At the present dme, GuideOne sells homeowners 
insurance to tens of thousands of people in twenty-seven states. GuideOne is also one of 
the leading insurers of houses of worship, with approximately 40,000 policies in force in the 
United States. 

I wish to express support for H.R. 21 and its proposal to create a reinsurance safety 
net to supplement the private insurance and reinsurance markets in the rare event of a truly 
major, widespread catastrophe loss. This federal-level safety net need not compete with the 
private sector, nor should it be seen as simply benefiting a few sates or insurance 
companies. Instead, I urge the committee to recognize that certain types of loss events may 
eesuk in impacts on consumers far beyond the specific geographic area in which it occurs, 
and could also cause economic disruption beyond the insurance industr}*, as my following 
comments will indicate. These losses and costs could be both direct and indirect. 

Although GuideOne is an Iowa company, the subject of catastrophe loss exposures, 
known as "cats'*, is of vital importance to the company. Very few companies have the 
financial resources to withstand large cat losses widiout adequate reinsurance. Normal 
claims reserves, which are sufficient on a day-to-day basis to handle customer losses, can be 
exhausted when a cat occuis. In that event, the resources provided by reinsurance are 
criiical to providing benefits to customers whik preserving the viability of the comptny. 

However, GuideOne has several issues of concern that I wouU like to share with 
you today. Fint, and a source of a very direct impact on the company, GmdcOne writes 
insurance in areas that are prone to cat losses. In the bst decade, our insureds have 
sustained losses in Okkhoma from tornadoes, in Texas from hail storms, in CaHfbmia from 
earthquakes, and in Florida and other coastal areas from hurricanes. 
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Second, 2nd beyond GuideOne's own interest, cat losses have a potential to cause 
senous financial consequences to small-to-medium size companies, legatdless of the 
precautions they may take. Thiere sire 57 domesoc property/casualty insurers in Iowa, and 
the insurance industry employs 40,600 people. This is dearly an industry of particular 
importance to the state, and any event which resulted in a serious, negative impact to the 
financial stability of one or more companies in that industry would affect greatly the State of 
Iowa and its citizens, regardless of where the event occurred. 

Third, smaller companies may bear greater consequences than larger companies do 
when cats occur. In fact, in the aftermath of Hurricane Andrew* in 1992, ten insurance 
companies, most of them in the smaller size category, were declared insolvent. Due to 
GuideOne's size, we must be constantly mindful of the company's cSit exposure. Finally, 
over the years cat exposures have impacted where the company has chosen to do business. 
In the coastal areas of several states, GuideOne is extremely selective as to where, and to 
what extent, it will accept property risks. 

Cat losses and the precautions necessary for companies to take in the face of cat 
exposures, have a number of specific, tangible impacts. Insurers must purchase cat 
reinsurance. If a company sustains high reinsurance losses in one year, that company's 
reinsurance premiums may increase in future years. Reinsurance losses may also impact 
reinsurance coverage. 

In fact, due to GuideOne's losses in the Oklahoma tornadoes earlier this year, the 
company had to purchase additional coverage, at an additional premium, .\lthough we were 
able to do so, in a truly major catastrophe situation, there could be hundreds of insurers 
seeking to do this at the same time. In that event, such coverage might not be available from 
the standard reinsurance market, which means companies could be forced to continue 
business operations with inadequate reinsurance. 

Finsilly, as noted above, ten companies became insolvent in the ^ke of Hurricarie 
Andrew. These were smaller companies. The hurricane losses were such that claims 
reserves were exhausted, reinsurance limits were exceeded, and the companies' surplus as 
regards policyholders was also impaired. Although state guarantee fimds can step in and 
provide some funding in such circumstances, the usiial result is that claims are paid subject 
to a cap in the guarantee fund stamtes, outstanding policies are canceUed, even if they had no 
claims, and premium refunds might be inadequate. 

Think of losing your policies even if you had no claims, being forced to find otlier '■ 
coverage on very short notice, without receiving aprcmidm refund - and then magnify that 
imagined experience by the thousands of insureds actually involved. The insolvency of even 
a small company involves great dislocadon to many people - insureds, claimants, empl6yees, 
agents — and imposes a cost on the insurance marketplace that c^ last for yefars into the 
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futuxe, as guaiantee fund costs axe assessed against insurers, to 6nd their way ultimately into 
consumer premium costs. 

More spedficaUy, cat losses and the costs associated with providing for cat exposures 
have a definite impact upon individual consumers. As noted above, there is an adverse 
impact upon premiums. There is also the prospect of an availability problem. In the 
aftermath of Hurricane Andrew, a number of insurers withdrew ^m the Florida consumer 
market or severely restricted the amount of new business they would accept. A similar result 
happened in California after the Northridge earthquake of several years ago. If faced with 
the prospect of crippling losses, insurance company executives have an obligation to take 
prudent measures to protect their company. If this means withdrawing £tom a cat risk area, 
then the executives must do so. 

There may also be underwriting differences based upon the degree of catastrophe 
risk exposure. For example, agents may have their binding authority restricted or removed. 
Underwriting rules and guidelines may be stricter in areas subject to high wind exposures 
dian in more protected areas. Deducdbles may be offered as a percentage of value, rather 
dian the more familiar stated dollar amount. There may be differences in the pricing 
structure, resulting in higher premiums for similar structures located in cat-prone areas 
relative to non-cat areas. 

These differences may be actuarially justified, based upon sound statistical evidence, 
and completely legal. Nonetheless, in the event of a major catastrophe, homeowners' 
insurance may not be available or affordable. And, with regard to insurance companies, 
reinsurance may become less available or affordable, which then places insurance companies 
in a position similar to individual insurance consumers. This is not a qualitative difference as 
much as a quandtatxve one. A welcome soludon to the problem is offered by H.R. 21. 

Beyond the impact upon individual companies or consumers, a major cat has the 
potential to affect compeddon within the property/casualty insurance market as a whole. 
The insurance business is a highly compeddve business. For example, in addidon to the 57 
domesdc Iowa companies noted above, another 800 property/casualt\' insurance companies 
are admitted to do business in Iowa. This is obviously an enormously competitive business, 
even though most companies are small and compete only in one state or regionally. On the 
other hand, there are a handful of companies that have the potential to dominate the 
insurance market The largest United States company, State Farm, insures approximately 
one out of every four homes in the country. 

As is readily apparent. State Farm can leverage its business in geographic areas with 
litde or no cat exposures and spread the risk for those states widi greater cat risks. Small 
companies that do business in only one or a handful of states have no such advantage. 
Accordingly, reinsurance is a more critical component of prudent business and financial 
planning for these smafl companies. In the event of a major catastrophe, if reinsurance 
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becaxne less available or affordable, smaller companies could be more severely impacted. 
The potential end result is to drive smaller companies to merge or go out of business, thus 
reducing compeddon. 

This is not to suggest that size, growth or success are improper or inappropriate in 
any fashion. Instead, this merely underscores the importance of the reinsurance role, its 
significant impact upon smaller companies, and the potential for a negadve result on the 
competitive insurance marketplace. 

I have addressed the impact of cat losses and reinsurance on individual consumers, 
individual insurance companies, and the competitiveness of the insurance industn- as a 
whole. There is also the potential for a larger economic impact in the event of a major 
catastrophe. This would affect people and companies beyond the actual cat areas and its 
immediate victims. Insurers maintain sufficient liquidity- to handle the needs of their 
customers on an ongoing basis. Assets are invested in the financial markets in vehicles that 
approximate the long- and short-term needs of the company, and which appropriately match 
and balance those needs. In the event of a major cat loss, those ordinan' and predictable 
liquidity' needs may be quickly exceeded. In that event, other financial market investments 
will need to be liquidated in order to meet the customer needs for ready cash. 

Although a planned disposition of investments would be the preferable route, during 
the response to major cat losses companies and state insurance regulators may not have the 
luxury of waiting for supply and demand to maximize portfolio value. When one company 
has to generate cash quickly, it may not be noticed by the financial markets. VClien dozens 
of companies do, it may have an immediate depressing effect upon values and the financial 
markets. This impact will not be restricted to insurance companies or other large, 
instimtional investors. Investment value declines will affect the ordinan- citizen with assets 
invested in money market and retirement plans as well. In our own recent experience, such 
as October, 1987, we can well see what happens when people respond to perceived or actual 
declines in financial market values. In addition, since most insurers are hea\41y invested in 
fixed income securities, sales of those tv-pes of assets would create upward pressure pn 
interest rates, which would then be felt by all consumers and commercial borrowers. 

And, this scenario does not even contemplate the ripple effects in the economy as 
home offices, factories and manufacturing plants, suppliers, and other vendors begin to shut 
down, whether as a result of direct damage or loss of business from locations that sustain 
direct damage. The recovery to the 1987 financial markets disruption was not particularly 
difficult. However, if one contemplates massive physical destruction and the relocation of 
hundreds of thousands, if not millions, of people for an extended period of time, consider 
for a moment hpw much more challenging that recover)* would have been. 

In short» a truly major catastrophe loss scenario could result in countjj-^wide effects, 
whether direcdy caused by damage or indirectly caused by financial market or ordinary 
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commetce intemipdons. Considetadon of such a scenano should also emphasize the 
importance that teinsutance plays in cat loss planning for insurance companies, particularly 
those of small to medium size. I believe that H.R. 21 can play a role in blunting or 
minimizing the worst potentials caiised by cat losses. By providing a high-level safety liet, in 
conjunction with prudent and conservative insurer loss reserves and the existing private 
reinsurance market, H.R. 21 would provide assistance in the event of a major catastrophe in 
maintaining security in financial markets, competition within the property/casualty insurance 
industry, individual company solvency, and ultimately, consumer protection. This is not an 
insurance industry problem - it is a national economic issue with far-reaching ramifications. 
I urge the Committee to give serious consideradon to the soludon contained in H.R. 21. 
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INTRODUCTION 



Mr. Chairman, my name is Tom Miller. I am director of Economic Policy Studies 
at tile Competitive Enterprise Institute (CEI). CEI is a non-profit public policy 
organization dedicated to the principles of free enterprise and limited government. CEI 
works to educate and inform policy makers, journalists, and other opinion leaders on 
market-based alternatives to political programs and regulations.' In keeping with the 
*Truth-in-Testimony" rule, I note that the Competitive Enterprise Institute does not 
receive any money at all from the federal government, nor has it in the past. 

Thank you for the opportunity to discuss the Homeowners' Insurance AvailabSity 
Act of 1999, the availability and affordability of homeowners' insurance in disaster-prone 
areas, and tiie possible effects of a federal reinisurance program. 

Since 1995, the Competitive Enterprise Institute's Insurance Reform Project hsis 
urged market-based reform ofinsurance coverage for catastrophic risks. We have 
carefully exaiidined the evolving proposals in Congress to enact a federal reinsurance 
program aimed at assisting those markets most at risk from natural disasters. Altilough 
the Homeowners' Insurance Availability Act of 1999 represents an improvement over 
previous versions of Such programs, it still contains several serious shortcomings and 
fails to present the best answers to the ch^lenge of dealing witil natural disaster risks. 

The bin still Imthe potential to undemiiiie private iiisiirance markets and crowd 
out the developnleht of better alternatives. It remains likely to produce cross-subsidies 
from low-risk insurance^ policyholders to high-risk ones, distort incentives for loss Control 
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and loss mitigation, further subsidize development in catastrophe-prone areas, increase 
unnecessary federal intervention in state regulation of insurance, and impose significant 
financial risk on taxpayers throughout the country. 

FIX PUBUC POUCIES FIRST 

As the Shadow Insurance Regulation Committee (sponsored by the Con4)etitive 
Enteiprise Institute) recently noted. The ability of private insurance and financial 
markets to promote better management of catastroidiic risk has been impeded by 
legulatioa and government policies. There is a strong need to align private incentives 
and public polkies to control catastrophic k>sses and distribute tiieir burden efiBckfl^ 

After Hurricane Andrew and the Noithridg^ earttquake delivered a pair of shocks 
to the private insurance industry eailier tfus decade, insurers reassessed tfaev exposuc to 
catastrophes. They sought to raise tiieir rates and lower Aetrca t astio p hecatpos u re to 
saferkveb. Innovative financial instrumenis were devdoped to secoritize catastraplie 
risk and tap financial marioets to provide additional capacity. The capacity of the private 
insunnoe indusliy, as well as the availability of retnsunnce, has grown. 

Nevertheless, state goveinmeat olDcials have icstrided neoessaqf narioet 
adIK'&Uueuls in order to modente the negative efieds on ptopaty ownen in hig^ risk. 

This» in t«n, has disGOineed the inflow of the additkioal caialal needed to cof^ 

I caftastropne losses and cxnosed flBanv insurers and ttie dubbc ( 

vo hli qy suppty of ca t astio p h c jus mu u x and h a nyr r JnanersT afcili^ to j 
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reinsurance and other financial instruments to diversify their catastrophe risk. Regulatory 
restrictions on rates and underwriting have discouraged the entry of new insurers into the 
maricet that could safely assume more catastrophe exposure and enhance the availability 
of coverage. Suppression of residual market rates and the assessment of the resulting 
deficits on voluntary market policies served to diminish further the voluntary supply of 
insurance. Restrictions on rates and underwriting also reduced private incentives to 
mitigate catastrophe hazards. 

Federal government tax and expenditure policies also subsidize excessive risk 
taking by property owners. Federal post-disaster assistance has discouraged the purchase 
of insurance and investments in hazard mitigation. Current accounting rules and federal 
tax law do not allow insurers to set aside reserves for catastrophe losses that have not yet 
occurred. 

LOW PRICES -¥ LOW TRIGGERS *- HIGH TAXPAYER COSTS 

Private insurance and financial markets can effectively manage catastrophic risk if 
siqiported by sound government policies. Unfortunately, the Homeowners' Insurance 
Availability Act fails to meet this challenge. In brief, the hill's pricing provisions 
threaten to increase cross-subsidies and distort private insurance markets. The triggers 
tbat set a threshold for retained losses are still too k>w. The proposed legislation exposes 
federal taxpayers to greater financial risk. It fidls to provide proper incentives to expand 
the supply of private insurance against catastn^ihic risks. 



Digitized by 



Google 



366 

The full effects of the provisions in H.R. 21 for pricing federally backed 
reinsurance contracts remain uncertain, in part because the Secretary of the Treasury 
would retain a considerable amount of discretion in setting those prices and implementing 
the reinsurance program. Last year, the Congressional Budget Office observed that such 
discretion makes it not possible to determine what form the reinsurance contracts would 
take, how many of such contracts would be sold, the level of losses at which the contracts 
sold to state programs would be triggered, or the risk loads that would be included in the 
prices of the contracts. The Competitive Enterprise Institute shares CBO's skepticism 
and doubts that the federal government would perform better than the insurance industry 
in overcoming the problems of estimating catastrophic losses and properly pricing 
insurance contracts. 

Indeed, the underlying purpose of the legislation is, to some degree, to transfer 
risk from policyholders in disaster-prone areas to the Treasury and thus to taxpayers in 
other parts of the country. Although die establishmentof regional auctions for sale of 
some of those reinsurance contracts represents a move in a more market-oriented 
direction, the risk of creating inefficient cross-subsidies between different areas is only 
reduced in part Given likely political pressure by particular states and other interests to 
keep the reinsurance contract pnces low so that insurance coverage would be afiKmiable 
in high-risk areas, it remains much more iifcely that the federal reinsurance contracts 
would be pnced too low ratber than too liigfa. 

The asymmetrical gflfects of pricing mistakes for such reinsurance contracts also 
are likely to increase potential taxpayer lialniities. As CBO noted last year, settii^prioes 
too low would encourage the sale of large numbers of reinsurance contracts and create a 
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large contingent liability, whereas setting prices too high would hinder sales and possibly 
yield few if any gains to Treasury. Moreover, miscalculations that set reinsurance 
contracts too low are unlikely to be corrected quickly, because the accuracy of the prices 
for contracts covering long-tailed, catastrophic risks will be revealed only over a longer 
period of time. 

The coverage triggers under H.R. 21 remain relatively low compared to current 
private sector insurance capacity. Whether those triggers are set at $ 2 billion, the costs 
of a one-in- 100-year event, the claims-paying capacity of a particular state program or 
industry region, or some interim variation; 4}ie level of such attachment points for federal 
coverage under the bill wbuld impede the development of private market insurance 
coverage. 

Private industry has already handled much more costly events. According to the 
Insurance Information Institute, the 1994 Northridge Earthquake cost $ 12.5 billion, 
^^le Hurricane Andrew in 1992 had a price tag of $ 1 5.5 billion. Since those disasters, 
the capacity of the private insurance industry has grown significantly, and reinsurance 
availability has increased remarkably. The U.S. property/casualty insurance industry has 
surplus of more than $ 300 billion. Some very recent, but preliminary, tesearch at the 
University of Pennsylvania's Wharton School suggests ^t industry capacity to handle 
catastrophes of moderate size is more than adequate. Additional research findings still 
under review at Wharton remain controversial, because they set highly theoretical, very 
optimistic upper bounds on industry capacity and suggest that private industry could pay 
for a large portion of catastrophes as great as $ 100 biUkyn. What is most important at 
this stage is not how many tens of bfllibns of dolters tiie prelin^iaiy Wharton mimbera 
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»Ki>ulil r«vt»al that, although gaps in indusny capacity provide a aecessaiy role for fuitber 
^vt»KH^n«i\t ot' iiUKkvative tlnancial instiuRieiits and contiacts 10 handle catastrophic 
hMUH»«, thi>^ shonMU in private aecioc financing do not ^ 

It w»i^aw^s^VMyr that industry capadty and cflfciency to hwafc 
v\>i^«M^H>i«v^>\>». Raftts for catastrophe reinfiunanecoMBiK to M aid the si9pl]r 
vxt>H«^SiMi^)«s>^ v$ pkiitif^ Eiiikerthits>«ar^ special insHRBoepaMcIs in New YodL aid 
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intervention by federal and state governments in private insurance markets. The lure of 

potential federal reinsurance subsidies would foster the growth of state reinsurance funds 

and residual iharket pools, as well as the creation of new ones. As Professor Scott 

Harrington of the Uhiversity of South Carolina notes in a forthcoming CEI study {Taxes 

and the High Cost of Catastrophe Insurance) 

A large degree of regulatory control on rates and the supply of 
coverage (e.g., cancellations and renewals) accompanies those 
mechanisms. Although adopted during severe market disruptions, 
over time these mechanisms tend to crowd out viable private sector 
coverage, in part due to their favorable tax status. Price and supply 
controls tend to produce cross-subsidies from low-risk to high-risk 
policyholders witiiin the state, which in turn inefficiently distorts 
incentives for loss control and loss mitigation. The threat of rate 
inadequacy and govenmieht restrictions on insurers' ability to 
control their exposure increases risk for insurers. This regulatory 
risk uiidenhihes the goal of CTtpandihg the supply of private coverage. 
Moreover, policyholders are exposed to risk of assessments or higher 
taxes to pay for large unfunded losses. 

Section two of the Homeowners' Insurance Availability Act promises that its 

]MX>posed federal reinstirance program will be "temporary," any such prograih must be 

founded on actuarial principles, and it will be priced in a maimer that minimizes the 

potential impact on the Treasury. However, it is mdit likely that, once enacted; the 

federal'Teinsurance program would live on indefixiftely like moist federal progranis -- ■ 

despite the sunset date$ provided in the bill. The Combination of regulatory discretion 

and political'pre^kires in future y^ars make adherence to letctuarial principles and mtfket- 

based pricing unlikely, thereby increasing potential unfunded liabilities tiiat will be 

transferred to federal taxpayers through the Disaster Reinsurance Fund's $ 25 billion 

annual line of credit. 
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As the Congressional Budget Qffice noted last year, this type of federal 
reinsurance program would not necessarily reduce significantly other federal payments 
for disaster assistance. Most federal disaster relief assistance covers other types of losses 
(catastrophic crop insurance, disaster relief grants for public infrastructure assistance to 
state and local government) that would not be covered by the proposed federal 
reinsurance contracts. Even savings to the federal government from mitigation efiforts 
remain "speculative." 

To the extent that federal reinsurance coverage distorted market prices by 
subsidizing insurance in high-risk areas, it would encourage femilies to remain in or 
move to those areas instead of moving to or remaining in low-risk areas. Potential harm 
to individuals' health and safety, as well as questionable development in environmentally 
fragile areas, would increase. 

The Homeowners* Insurance Availability Act also would increase Hbe lole of tiie 
federal government in regulation of insurance. The Secretary of fbc Treasury would 
certify eligible state reinsurance programs; set the prices, terms, and conditioiis of 
reinsurance contracts; determine claims-paying cqMicity for various state p rogr am s and 
industry regions; and solicit loss exposure data. Advocates of decentralized and more 
flexible state regulation of insurance would be disappointed to find an expanding amy of 
federal insurance edicts and political demands for greater federal micromaiMtgemeiit of 
insurance markets in future years. 
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PRIVATE INSURANCE VS. GOVERNMENT INSURANCE 

Although H.R. 21 attempts to mimic some aspects of market-based insurance, its 
proposed federal reinsurance contracts retain at their core the key structural components 
and characteristics of all government-provided insurance. As Yale Law School professor 
George Priest noted in a 1995 article (The Government as an Insurer in the Context of 
Catastrophic Loss), the government, by definition, must be inclusive in the insurance 
coverage it offers. When this "compulsion of inclusiveness" is applied to catastrophic 
coverage, it diminishes the ability of the government to reduce risks through aggregatioiL 
After all, catastrophes involve a highly correlated incidence of loss among the population. 
But Priest concludes, "Providing coverage of highly correlated losses is exactly the 
opposite of the risk reducing function of aggregation.** 

Even if H.R. 21 worked as perfectly in practice as its proponents contend 
(diversifying risk through regional auctions, remaining sensitive to private market 
capacity, and resisting pressures for below-market pricing), it would remain subject to fbc 
inherent characteristics of government-managed insurance coverage identified by 
Professor Priest. Government provision of insurance (even with $ 2 billion thresholds 
and 50-percent cost sharing) systematically redistributes wealth toward relatively risky 
activities. Private insurance, through premiums, **taxes** tiie most risky activities of 
society ~ and thereby reduces the risk level ~ and then invests those premiums in the 
most productive activities in society, and reduces the effective cost of those risks even 
further. In comparison, government insurance taxes the most productive activities to 
distribute to the most risky. Priest concludes that the commitment of either state or 
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federal governments to non-disqimination (in the risk-based,^ economic se^nse) prevents 
control of adverse selection through risk segregation, and government responsiveness to 
voter interests cripples efforts to control moral hazard. 

The case for government-based management of insurable risk is quite weak. 
Where the federal government can "succeed" is in redistributing income under an 
insurance guise to activities that could not support an insurance market The ability of 
the Homeowners' Insurance Availability Act to escape the inherent flaws of gpvemment- 
managed insurance remains unprpven. 

ADDRESS UNDERLYING PROBLEMS 

The current federal reinsurance proposal foils to address the underlying 

regulatory and tax policies that have limited the availability of insurance coverage that 

can be offered to consumers and underwritten by private insurers of catastrophic risks. 

As the Shadow Insurance Regulation Committee concluded last March: 

Constraints on insurers' pfforts to charge adequate rates decrease 
the voluntary supply of catastrophe insurant and hamper insurers' 
ability to purchase reinsurance and other financial instruments to 
diversify their catastrophe risk. Restrictions on rates and 
underwriting also disicourage the entry of new insurers into the 
maricet that could safely assume more catastrophe exposure and 
enhai^ce the availability of coverage. Siq>pression of residual 
market rates and the assessment of the resulting deficits on 
voluntary mari^et policies serve to further diminish the voluntary 
supply of insurance. 

In 1995, the Academic Task Force on Hurricane Catastrof^ Insurance, a groiq) 

established by the state of Florida to review the stater's property insurance maiket, 

identified more fiexiSle rates and more flexible insurance products as two of the keys to 
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reviving Florida's collapsing homeowners insurance market. A private market for 
disaster insurance will not function properly if insurance companies are not allowed to 
charge premiums commensurate with the considerable risk of underwriting such 
insurance. 

To attract new insurers to disaster-prone states, and to encourage existing 
companies to increase the supply of insurance provided, open competition rate setting 
systems should be established. Individual insurance companies should be allowed to 
determine for themselves what are adequate premiums. As more insurers are attracted to 
the market for disaster insurance, increased competition among providers will help assure 
that the premiums charged reflect expected claims costs. In the words of the Academic 
Task Force, ''Eventually greater diversification of geographic risk and larger numbers of 
financially healthy insurance companies in Florida will increase competition and decrease 
rates." 

Higher disaster insurance rates may mean that some people will decide they 
cannot afford to live in areas threatened by hurricanes or earthquakes. But one of the 
roles of insurance is to help identify those activities that embody higher risks and to force 
policyholders to internalize the costs associated with their decisions. At present, 
taxpayers around the country are subsidizing individuals who choose to live in these 
areas v^ienever the federal government steps forward to provide disaster relief. It is not 
unreasonable to expect individuals ^o live in these locales to internalize more of tiie 
costs of their decisions through higher premiums. 

These higher premiums can be mitigated in part by allowing insurance companies 
more flexibility in writing a wider variety of homeowners policies. Giving homeowners a 
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choice of deductibles or coinsurance levels would be one mechanism for giving 
homeowners some control over their insurance costs. Different size deductibles and 
coinsurance also have been used to give property owners added incentives to undertake 
measures that will help reduce their losses in the event of a disaster. As George Priest 
has pointed out, deductibles and coinsurance have an advantage over specific mitigation 
requirements because they leave property owners free to undertake higher levels of 
mitigation and to develop and make use of new (possibly better) methods for protecting 
their property in the event of a disaster. 

COSTLY TAX RULES 

In addition to the above regulatory policy impediments to greater availability of 
private catastrophic insurance coverage, current federal tax rules make insurance against 
relatively rare but very large catastrophe losses much more expeame. In his 
forthcoming GEI study that outlines tiie case for tax-sheltered catiistiophe reserves. 
Professor Harrington first observes that post-catastrophe disnqitions in the supply of 
private insurance are inherently temporary, absent regulatory restrictions on catastroi^ 
insurance rate changes, limitations on non-renewals, and the adoption or expansion of 
state-mandated catastrophe insurance mechanisms. However, he concludes that tiie hi^ 
long-run cost of providing catastrophe coverage and limits on tbc capacity of catastroi^ 
reinsurance present more chronic problems. A key foctor that increases the cost of 
catastrophe coverage (and remains unaddressed by H.R. 2 1 ) is federal inoome tax law. 
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U.S. insurers are not allowed to establish tax-sheltered reserves for catastrophe 
losses; they can only deduct catastrophe losses that have occurred. As a result, insurers 
must pay high corporate taxes on underwriting income in years of little or no catastrophe 
loss. In addition, insurers are subject to corporate income tax on investment returns on 
the large amounts of capital needed to provide catastrophe coverage. 

Harrington finds that for a given-sized catastrophe, there is a strong inverse 
relationship between the premium needed and the probability that the loss occurs. The 
combined effects of taxes on premiums and investment income produce very large 
premiums in relation to expected indenmity for small probability events. The key result 
is that the tax code produces large prices for catastrophe coverage; i.e., for coverage of 
large losses that occur with small probability. 

Harrington concludes that a well-designed system of tax-sheltered reserves for 
catastrophe coverage will materially improve the afiTordability and availability of 
catastroi^e insurance in the private sector with minimal administrative and compliance 
costs. The possible.negative budgetary effects will be modest in the short run and could 
even be favorable over time. Rather than crowding out private sector coverage, such a 
system will increase supply, lower prices, and otherwise mitigate the adverse 
consequences of current tax rules on catastrophe insurance markets. 

Finally, Harrington outlines six specific benefits of tax-sheltered reserves: 

1 . Greater private sector ci4>ital and supply, lower prices, and lower insolvency 
risk. 

2. Less economic hardship following large catastrophes and less reliance on 
disaster assistance. 
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3. Fewer and less severe short-run disruptions in insurance markets following 
catastroplie losses. 

4. Less pressure for the creation of inefficient state mechanisms to liokl down 
Hbe cost of coverage on a tax-sheltered basis and for creation of a potentially 
costly federal reinsurance mechanism. 

5. Qreiler scope of private sector coverage with matket-deleffmined rates will 
improve incentives for loss control and mitigation. 

6. Incentives to shift ride abroad tfaroiiigh retnsunnoe and use capital market 
instturaenis will depend more on the ability to spread risk efficiendy and 
lesson tax< 
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organized as corporatioiis also may prefer to pay higher dividends to their stockholders 
than risk takeover bids attracted by ''spare cash" that cannot be held in a separate reserve 
account 

Correcting those flaws in the tax code and current accounting rules would provide 
incentives, not penalties, for insurers to increase their capability to manage catastrophic 
loss exposures. Most other major industrialized countries aheady allow or require 
insurers to reserve for future catastrophe losses, on a tax-deductible basis. Even several 
state government-run catastrophe funds in the U.S. have received similar favorable 
federal tax treatment. Correcting the current flaw in the U.S. tax code for private 
insurers' catastrophe reserves will put more insurance premium payments to work where 
they most efficiently protect policyholders. Encouraging growth of substantial pre- 
fimded insurer reserves will establish a necessary ''buffer" against insurer insolvencies, 
keep natural disaster claims handling in efficient private markets, and help maintain the 
link between risk taking and personal responsibility through risk-based insurance pricing. 

NEW FINANCIAL INSTRUMENTS 

The private sector also is developing new securities to transfer catastroj^c risks. 
These new financial instruments (catastrophe options, catastrophe swaps, catastrophe 
bonds, contingent surplus notes, and other new derivatives products) are all devices used 
for transferring or capitalizing the risk associated with natural disasters. These 
securitized products take advantage of the fiict that catastrophe losses exhibit tittle 
oonelatioa with capitai market indices, as well as the dqyth of funding available in U.S. 
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capitai mailceCs. Although tfiese products are fidriy new, tbey rqxesent promising new 
niarket approaches to obtaining the ci4>ital needed to fund catastrophic risks. Regulators 
should allow and even encourage insurers to develop and use these financial instruments. 
However, fbc q)eed of financial innovation has been slowed down by the commitment of 
many large private insurers to state-run catastrophe fimds, according to Professor Dwight 
Jafifee of the University of California at Berkeley and Professor Thomas Russell at Santa 
Clara University (Financial Markets and Financial Intermediaries: The Case of 
Catastrophe Insurance), 

CONCLUSION 

In its March 1 statement on "The Efficient Management of Catastrophic Risk,** 
the Shadow Insurance Regulation Conunittee reconunended that policymakers should 
consider a coordinated set of measures that allow and encourage optimal private choices 
with respect to the provision and purchase of catastrophic insurance and investments in 
hazard mitigation. Those measures included: 

1 . Limit government disaster assistance to short-term emergency aid 
and eliminate government subsidies for rebuilding damaged structures. 

2. Focus federal efforts on pre-disaster planning ahd mitigation 
with means-tested financial assistance to low-income homeowners 
ifnecessary. 

3. Continue development of l^slation that would enable insurers 

to establish tax-deferred catastrophe reserves as other countries allow. 
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4. Restructure state catastrophic risk financing mechanisms 

to be financially sound and encourage private assumption of 
risk where possible. Any federal reinsurance program must not 
compete with private reinsurance and financial markets, and it should 
gradually erode as private markets fill any residual "capacity gap." 
The attachment points for any such program should be set sufficiently 
high to avoid competing with catastrophic coverage available fi-om the 
private sector. 

5. Ease state regulatory restrictions on policy provisions, pricing, 
underwriting, and risk diversification and provide 
temporary mechanisms to assist the transition for consumers that 
are negatively affected by market adjustments. 

6. Consider imposing earthquake insurance requirements for 
home mortgages protected by federal financial guarantees. 

The Competitive Enterprise Institute's own research concludes that the most direct 
and straightforward way to correct problems in the current insurance market would be to 
remove the impediments of current public policies that reduce the potential supply of, and 
the demand for, catastrophic coverage. By obfiiscating the true costs of insuring property 
in disaster-prone regions and impeding the ability of insurers to raise the capital required 
to meet such liabilities, government policymakers have contributed significantly to 
creating current distortions and problems. 

Public policy should attempt to limit cross-subsidies fix)m taxpayers in safer 
regions to residents of disaster-prone areas. Further, federal policy should not reward 
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those who simply assume that they will be bailed out in the event of a catastrophe. While 
it is easy to sympathize with homeowners in disaster-prone areas in their desire for lower 
rates, rates that are made artificially low through government action come at a high cost 
to taxpayers in the rest of the country if and when the federal government must step in to 
assume the cost of disaster-related losses. 

But if insurers are given the fireedom to structure coverage more flexibly, rate 
risks appropriately, charge premiums that reflect that risk, and raise and build the ci^ital 
funds required to pay for the substantial liabilities of disaster insurance, insuring 
catastrophic events becomes a more manageable task. It is in the interest of consumers 
and insurers alike that insurance markets be made more stable and the supply of 
insurance remain as consistent as possible. Freeing up the private market will, in the long 
run, prove to be more productive than creating yet another partly disguised federal 
subsidy program. 
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Thank you for tiie opportunity to present tiie views of the 
NATIONAL ASSOCIATION OF REALTORS* on H.R. 21, the 
Homeowners' Insurance Availability Act I wi^ to tfiank 
Chairman Leach and Chairman Lazio for tiieir leadership in 
building bi-partisan support ontiiis very important issue. 

My name is Barbara Connoy. I am a REALTOR* fix>m 
Nordi Carolina and a Director of tiie North Carolina Association of 
REALTORS*. 
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The deterioration in the availability and affordability of 
homeowners' insurance in disaster-prone areas is an issue of very 
real concern to NAR. Our members specialize primarily in the 
business of assisting sellers and buyers in residential sales 
transactions. It is this business focus that motivates NAR's 
interest in the resolution of this problem. 

Although I am testifying today on bdialf of the real estate 
industry, I cannot emphasize enou^ that the ultimate victim of the 
homeowners' insurance crisis is the consumer who is frustrated in 
his or her attempt to realize the American Dream of 
homeownership. And when a young family is precluded fix)m 
owning a home because homeowners' insurance is too difficult to 
obtain or too costly to afford, we all sufifer the consequences. 

Last year, NAR testified before this Conmuttee on the 
difficulties faced by curroit and prospective homeo^^^ers. One 
year later, the situation has unfortunately not improved. In a 
number of states throughout the country, includfaig my home state 
of North Carolina, consumers are burdened by rate increases as 
well as by reductions in coverage such as higher deductibles. 

Since homeowners' insurance is difficult to obtain in North 
Carolina, many homeowners obtain coverage from our state pool, 
the North Carplina Insurance Underwriting Association. Altfiou^ 
such coverage is e3q>ensive and limited, it is often the only 
alternative. 

The inability to obtain affordable. homeowners' insurance is a 
serious threat to ttie residential real estate market Nat<mlydoesit 
imperil the market for single fiunily detached homes, but ike 
condominiuin, co-op andrentalmiricets are affect New 

home purchases, resale transacticms and housing affoedabiUty are 
negatively impacted in the following ways: 
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^ Homeowners* insunmce is a necessary compoiiciit in 
securing a mortgage and buying or selling a iionie. If a 

potential homebuyer is uhimateiy unable to obtain tfie requiied 
insurance, because the insurance is eitfia: unavailable or 
unaffordable, the sale will not be conq>leted. Asaresidt, 
creditworthy potential homebuyers are priced out of the market In 
arecent N^ survey, reqx>ndmts rqx)rted diat an estimated 2,450 
transacticMis fell througli because of difiBculties in obtaining 
disaster insurance. Seventy-^five percent of reqxmdents cited 
unafifordability as the reason. 

^ Homeowners* insurance is tied directly to tiiecoft of owning 
a home. If a homeowner is unable to maintain insurance required 
by a nmrtgage lender, the nmrtgage is m de&ult If disaster 
insurance coverage is optional, potential buyers may choose not to 
purchase a home sinq[>ly because the insurwce they consider 
essential is too eiqpensive. Otfiers miy choose to go mqxotected. 

^ Insurance costs impact rent ieveb. Insurance costs incurred 
by landlords are ultimately passed on to tenants. Consequently, 
increased insurance costs result m higher rents. 

NAR supports H,R, 21 for the foUffwing iwaoiis: 

^ It protects against mega<atastrophcs. State programs that 
have been created to address the problem are well-intentioned ftst 
steps, and homeowners' insurance is currently available in these 
stales. However, neither state disaster programs nor the private 
insurance iiidustry have the ci^Mcity to cover the risk presented by 
m^a-catastrophes fer more damaging than Hurricane Andrew or 
the Nofthridg^ earthquake. The creation of a federal disaster 
reinsurance program today wiU he^ to prevent figure mtemytions 
in tlieavailabili^ of homeowners* 
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^ It promotes fiscal responsibility. By establishing a program 
which promotes msurance coverage for those at risk of property 
losses from a natural disaster, H.R. 21 will minimize future 
unforeseoi disaster assistance e>q)enditures. It is time to begin 
planning for disasters we all know will occur and to put the 
responsibility for shouldering the cost of disaster preparedness and 
response on those who are at risk. 

A strong housing market is a linchpin of a healthy economy, 
generating jobs, wages, tax revenues and a demand for goods and 
services. In order to maintain a strong economic climate, we must 
safeguard the vitality of residential real estate. 

But more importantly, we must safeguard the cornerstone of 
the American Dream. NAR supports a federal response to the 
disaster msurance crisis which helps to make the dream of 
homeownership a reality for more and more Americans. We urge 
the Conmiittee to take action this year on this very important issue. 

Thank you again for the opportunity to present the views of 
the NATIONAL ASSOCIATION OF REALTORS^. I am happy 
to answer any questions. 
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TESTIMONY OF 

SCOTT A. GILLIAM 

ASSISTANT SECRETARY & DDUBCTOR OF GOVERNMENT RELATIONS 

THE CINCINNATI INSURANCE COMPANIES 

BEFWETHE 

HOUSE BANKING AND FINANCIAL SERVICES COMMITTEE 

ON 

THE HCM^IEOWNERS' INSURANCE AVAILABILITY ACT OF 1999. H.R. 21 

JULY 30, 1999 

Intredwtign 

Chainnan Leach, Rcfveaeaiative LaFalce, Reptcseotative Lazio, Representative McColhim, 
members of the Conunitlee, my name is Scott Gilliam. I am Director of Government Relations 
for The Cindnnali bsurance Omipanies, headquartered in Fairfield, Ohio, just north of 
Cincinnati. 

Our group of companies maiket property and casualty insurance in 29 states through an elite 
coips of fewer than 1,000 local independent agencies. With nearly one billion policies in force 
insuring businesses and teiilies, our parent company, Cincinnati Financial, is among the top 20 
publicly traded property and casualty insurers based on 1998 revenues of $2 billion. 

I am honored to be with you today to present The Cincinnati Insurance Companies' perspective 
on Hit 2 1 . We commend you for your leadership in holding this hearing to address the issues of 
natural disaster exposure and insurance. 

The frequency and severity of natural disasters have created serious issues that the insurance 
industiy and government need to address. In recent years there have been a number of attempts at 
the federal kvd to deal with the problems associated with insurance protection for losses arising 
from humcanes, earthquakes and other natural disasters. 

The catastrophe exposure we face from our own book of business has prompted us to engage in 
this i m port an t debate. Our hurricane exposure in Florida and Ahibanui alone is nearly $1.8 
bilhon, representing over 1 0,000 homes. In the midwest, our estimated exposure from a 6.8 
Richter sode earthquake in the New Madrid feuh reg^ is in excess of $13.4 billion, which 
would damage more than 1 1 8,000 homes. These are significant exposures for The Cincinnati 
Insurance Companies when considered in relation to the current level of assets for our 
property/casualty group ($6 billion). 
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We have been further motivated by several basic concerns which have presented themselves over 
the years as various legislative proposals, the most recent being H.R. 21, have been presented to 
deal with the problems associated with insurance protection for losses arising from hurricanes, 
earthquakes and other natural disasters. These include: 

• the need to preserve state regulation of insurance (McCarran-Ferguson Act) 

• finding a solution that will enhance private markets and not compete against them 

• the need to oppose legislation that is detrimental to any segment of our industry or 
would unfairly favor one insurer over another 

The H.R. 21 Proposal 

Let me know turn to the legislation at hand, H.R. 21, which would require the Treasury 
Department to offer federal reinsurance contracts to cover residential losses in the event of a 
natural disaster. The contracts would be offered for purchase under two programs: (a) for 
purchase by state-operated insurance pools and reinsurance programs; and (b) for auction to 
private insurers and reinsurers and to state insurance and reinsurance programs on a regional 
basis. Payments under the federal reinsurance contracts would be triggered when catastrophe 
losses from a single event reach a predefined trigger, after which payments would be made to 
cover losses in excess of the trigger. The maximum amount of claims payable per year under all 
federal reinsurance contracts issued under the bill could not exceed $25 billion. Pricing of the 
federal reinsurance contracts would be established by the Secretary of the Treasury and the 
Secretary would be permitted to engage in borrowing as necessary to cover pay claims and 
expenses under the contracts. 

We do not disagree that there may be a need for high-level federal involvement in excess of 
private market capacity to ensure that Americans are provided with appropriate insurance 
protection for losses arising fh>m hurricanes, earthquakes and other natural disasters. However, 
we believe that the following principles must be embodied in any legislation which endeavors to 
provide a federal safety net for catastrophe insurance: 

1 . The risk of natural catastrophes is best insured in a diversified marketplace which avoids 
concentration of risk in too few insurers or state programs. 

2. The private sector's role, including insurance, reinsurance and capital markets, should be 
maximized and such financing mechanisms fully exhausted befine any government capacity 
is provided, state or federal. 

3. Government's role should be to address insurer solvency in the event of a mega-catastrophe 
and should not come at the expense of taxpayers. 

4. Any federal proposal should irichidepenbRal and coinmeidalliries of insunu^ 
forms of coverage are affected by catastrophic events. 

Unfortunately, H.R. 21 , in its current form, falls short in a number of these areas. 
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Low Trigger And New Unftmdffd Federal Liafrilitv 

Our primary conoem with H.R. 21 it its trigger for payment of losses, a trigger which is fiv 
below existing industry capacity. As currently drafted, the trigger for payment of losses is as low 
as $2 billion, despite the fkct that the industry paid losses from Hurricane Andrew of $16 to 17 
billion, and from the Northridge Earthquake of $12.1 billion. Why should the government step in 
at such low levels at a time when the industry continues to gain financial strength? Since IS^ 
the industry's policyholder surplus has increased from $162 billion to over $333 billion today. 
Pact of the matter is, the industry has handled all catastrophes to date, regardless of their size, 
and has handled them totally within the private sector. 

H,R. 21 will expose taxpayers to new unftmded federal liability. The last thing Washington 
wants or needs is more unftmded liability. H.R. 21 creates government liabilities at very low 
levels. With trigger levels as low as $2 billion, H.R. 21 shifts catastrophe risks from the private 
markets onto the fMeral government. And at a time when the property casualty industry has 
seen its equity surplus grow to over $333 billion, this form of low-level risk transfer runs counter 
to conservative principles of less government, less federal spending and a balanced budget. 

These concerns were echoed by Treasury Secretary Lany Summers in January of this year wfaea 
he loM a (bnim fbr propeity-casualty insurers in New York that a federal reinsurance prog^im 
Kke that pfopoeed under H.R. 21 **shouki impose no net cost on the taxpayer^ and **die federal 
fovernroent cannot be the bill-payer of last resort** for such insurance. However, in the 
Cbnpeasional Budget QIBoe'aXdet Estimate*' ofHJR. 219, a federal reinsurance bffl ii^ 
ill the last Cdoiress with featttiw identical to HJt 21, CBO Gonchided tfaM *'it rnay not be 
poaMa to eatablish a pike for the oonliacts tfaM woiild bsnw BO pveseahvahie cost to te federal 
fovennient*' CBO expreeaed doubts thiA federal rensursBoe oonliacts could be piked "^ tl^ 
contract revenues exceed pigments" and ptedktedthiipansgcofthepicdeceswr to HJL 21 

* We do not belMvu iMi CBO*a I 
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concentration. Geariy, this gives those companies an immediate and unfair market advantage and 
rewards irresponsible behavior. Moreover, H.R. 21 would give these carriers further incentive to 
write insurance in even higher concenU^tions in high risk areas, further exposing the federal 
treasury. 

Commercial Risks 

H.R. 21 is also flawed in that it does not provide coverage for conunercial losses despite the fiict 
that both personal and conunercial lines of insurance coverage are affected by catastrophic 
events. For example, our company's conunercial hurricane exposures in Florida and Alabama are 
nearly as large as our personal lines exposure (personal lines exposure: $1.7 billion; conunercial 
lines exposure: $1.5 billion). There is simply no logical reason why commercial risks should be 
excluded fhrniRR. 21. 

$tat?Regul»t>Qn 

H.R. 21 will further endanger state regulation of the business of insurance. Since 1945, the 
insurance industry in the United States has been regulated by the States under authority of the 
McCarran-Ferguson Act. State regulation of insurance has and continues to work well. H.R. 21 
would strike at the heart of McCarran-Ferguson and open the door for the federal government to 
enter into the business of insurance regulation. For example, if H.R. 21 is passed, it would not be 
long before the federal government took an active role in the insurance industry. As soon as 
significant federal dollars are spent to bail out the over-exposed insurers who seek HJt 21 as a 
solution to their balarKe sheet problems, an argument would be made for more fedoal control over 
these insurers, and ultimately over all insurers. McCarran-Ferguson has worked well and we need 
to do all we can to preserve it. The passage of H.R. 21 would imperil McCarran-Feiguson. 

Finding CommQn Grovmd 

While we have a number of concerns with H.R. 21 as presently drafted, we see little chance for 
the bill to gain industry-wide support unless the unreasonably low triggers are addressed. The 
current triggers ftll far below the actual claims paid by industiy for our Nation's largest insured 
losses: Hurricane Andrew at $15.5 billion and the Northridge, California, F^irthquakc of 1994 at 
$12.5 billion. These triggers significantly underestimate private insurance capacity and woukl 
likely lead to a major dislocation of private market capacity in favor of federal capacity. To avoid 
these dilemmas arid build a framework under which the industry might find common groond to 
support a concept like H.R. 21 , the Conunittee should consider a proposal suggested by the 
Reinsurance Association of America (RAA) during an April, 1998 hearing on H.R. 219, the 
predecessor to H.R. 21 . The RAA suggested that the trigger be structured along the lines of a 
''conservative rule of thumb** often referenced in the private market: 
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1 C0I1C of buMMM eaml to five p f rofn i of 
indiistiy sivptnt (S333 bilfioii x 5%) $16.6 billion 

• Iiuww loulincly tfintfer ride to icJMuiCTi cyii 
to another five percent of smphis (this is an 
appropnale level fi)r most insuien to transfer; 
laqie, highly capitalized insuien would retain this 

limit). SI 6^ billion 

• For the Anther development of capital nuffket 
products allow an additional two percent of 

industry suiplus I6i7 biltol 

$39.9 billion 

Therefore, an appropriate "trigger" excluding residential and commercial coverage) would be 
$39.9 billion as of year-end 1998. By using surplus rather than a static number, the trigger 
adjiusts baaed on the financial experience of the industry. This method of calculation and the 
aooompanymg dynamic trigger level would take into account private insurance capacity and 
would avoid a major dislocation of private market capacity in fiivor of govermnent intrusion into 
the nwrketplace. 

Conclusion 

Regardless of which legislative proposal is ultinnately adopted to deal with the problems 
associated with insurance protection for k>sses arising from hurricanes, earthquakes and other 
natural disasters, it is incumbent that we keep these basic principles and concerns at the forefiont 
of the debate: 

• The risk of mttural catastrophes is best insured in a diversified marketplace which avoids 
co n ce n tration of risk in too few insurers or state p ro gram s. 

• The private seclof^ role, iiicludinginsuraiice,reinsunnce and capital mariuts,slioahl be 
maiimiBed and sudi fiiuuiniig mechanisms fiilty exhausted before wny govenment 
capacity is provided, state or federal. 

• G ov ernment's role sfaoukt be to address uMureraolvepcy in the event of a 
s and sfaoukl not come at the expense of taxpayen. 



• Any federal proposal shouklinchide personal and commercial lines of ii 
bodi foims of coverage are affected by catastrophic events. 

• The need to preserve state regulation of insura n ce (MoCanaD-feigpaon Act). 
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We do not disagree that there may be a need for high-level federal involvement in excess of 
private market capacity to ensure that Americans are provided with appropriate insurance 
protection for losses arising fix)m hurricanes, earthquakes and other natural disasters. But if this 
Committee and this Congress is serious about passing legislation to protect policyholders against 
the perils of natural catastrophes, the legislation ultimately adopted must not encourage 
government subsidization of catastrophe risk or supplant the private market for insurance and 
reinsurance. 

Unfortunately, H.R. 21, as presently drafted, does not satisfy these miniroum criteria. 

Thank you for your consideration of this important issue. I would be happy to answer any 
questions. 
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I am pleased to submit this sutement on behalf of The Chubb Corporation in support of 
H.R. 21, The Homeowners' Availability Act of 1999. 

Introduction 

Chubb is a multi-line, worldwide insurer providing property and casualty products and 
services to customers in all fifty states including, of necessity, many catastrophe-prone 
areas of the country. H.R. 21 would create a federal reinsurance program to provide high 
level reinsurance for state disaster insurance programs, afifording capacity not provided by 
the private market. The intent is not to compete with the private sector, but rather to 
provide high level capacity where none is otherwise available. 

We are all too familiar with the economic disruption that hurricanes and earthquakes have 
caused this decade. Affected communities have faced enormous financial stress. The 
federal government has spent millions in disaster relief A federal reinsurance program, 
such as that under H.R. 21, when accessed by state insurance pools and private carriers, 
can help bring stability to potentially volatile insurance markets in heavily populated, 
natural disaster regions. The private insurance sector cannot provide enough capital to 
insure against mega-event damages, nor can it prevent post-event availability crises in 
these markets. The situation calls for public-sector help in the form of properly structured 
residual markets, cat-funds, an<i federal reinsurance programs. Only through a 
comprehensive public-pri>^e partnership can people be assured that insurers will respond 
to their losses after an event, and remain viable markets so that commerce can resume with 
confidence. 

Role of Residual Market Mechanisms and Their Limitations 

Residual market mechanisms and catastrophe funds, in some states, have proven necessary 
to stabilize insurance markets following the catastrophic events of the past two decades. 
Hurricane Andrew and the Northridge earthquake, especially, severely impaired private 
insurance capacity. In Florida, the legislature created the Florida Residential Property and 
Casuahy Joint Underwriting Association to write homeowners' insurance statewide and 
the legislature expanded the eligible wind coverage territories of the Florida Windstorm 
Underwriting Association. The Florida Hurricane Catastrophe Fund served to provide 
reinsurance to companies unable to get it in the private market. In California, the 
California Eaithquake Authority gave insurers a way to offer a homeowners' insurance 
market, with necessarily limited earthquake coverage. 

Nevertheless^ the capacity ''crunch" spread after these events to other r^ons similarly 
exposed. Insurance became unavailable or unaffordable in coastal communities from 
Massachusetts to Texas after Andrew, and insurers became nervous about the earthquake 
exposure in the ''New Madrid" area of the Midwest after Northridge. Again, in some of 
these areas, state mechanisms like those in Florida and California were impoitant safety 
nets. 
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Although such mechanisms have proven necessary, they are insufficient to deal entirely 
with insurance unavailability in areas with serious catastrophe potential. They are just not 
big enough. It is widely recognized that numy years after the most serious disaster events, 
the residual mechanisms still insure large shares of the market. The availability of 
"secuntizied** capital has had little impact on primary insurance availability because it is 
expensive and untested. Very few new insurance concerns have been attracted to Florida, 
California, the Gulf-coast and Texas, the Carolinas and the Midwest "new Madrid" region. 
The "hetsT are simply too big and the political environment too uncertain to warrant 
greater commitments. Accordingly, six years after Andrew the Florida cat-ftind plays a 
key role in many insurers* reinsurance programs. 

Certainly, inadequate rates i.e., too little money attracting new capital, are a big part of the 
problem. Other reasons are inadequate loss mitigation and little consumer risk-sharing. 
But, these issues are not going to be easily resolved soon, if ever. This is why Chubb 
believes a federal reinsurance program, could be the complimentary ingredient to finally 
bring some measure of stability to these markets over extended periods. Federal 
reinsurance would work like a ''backstop'* to make sure that the residual markets and cat- 
fiuids fiuiction as intended, that the industry not be severely impaired by a mega-event, and 
that well-run small and r^onal insurers remain viable. 

Understandably, some insurers and reinsurers are not happy with residual market 
mechanisms and cat-funds; nor, are they pleased with the prospect of federal involvement. 
TUs is because these companies see the mechanisms as unhelpful and interfering with the 
fieemarket...and sometimes they do. Residual nuirkets tend to compete with the private 
market because r^ulators are pressured to keep the rates unjustifiably low. Catastrophe 
fiuids can lidp financially weidcer insurers preserve or gain market share because the 
rmnuranoe Is usually purchased without a built-in profit margin or extra risk k>ad. 
However, for the reasons stated betow, in the case of H.R. 2 1, these concerns are 



Why StaMUly Shrndd Be llM Coaccn 

Chubb believes that major insurers shouM be concerned about achieving ''market stability** 
la Gtt-pcone areas, nrther than worrying about govenunent interference or the illusory goal 
ofcGminatiQg weak competitors. Stability means healthy competition. In non-catastrophe 
afws^ the individual companies compete vigorously with each other on the relative merits 
of their products, services and the value of kMig-term relationships - small and large 
ooniMnies alike. Few complain. The same competitive conditions shouM prevail in cat- 
proae areas. Otherwise, only the very biggest, financially dominant companies are able to 
write busmen in cat-areas. 

To sthnutote competitive conditkms, some level of state and federal capacity creation is 
neede d . Without it consumers won't have adequate choice and insurers are likely to 
experieiioe political interference and k>w profit margins, and growth will be fiustrited. If 

I can encourage commerce in partnership with government, there will be plenty of 

t for an to compete. 
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Key Features of H.IL 21 



Several key features in H.R. 21 are particularly important for achieving this kind of 
market. 

Triggers - The "100-year event or $2 billion, whichever is greater*' trigger strikes a good 
balance between those that want little federal involvement in reinsurance and those that see 
it as a stabilizing market force. The drafters of the bill wisely allowed for a transition 
period for newly established funds to build capacity. They also permitted a lower retention 
level following a major event when losses have depleted a state fund's liquidity for a 
subsequent event. 

Edfiifig - The "two times expected losses" minimum price for Federal reinsurance is an 
expensive but reasonable price for the coverage. The nurket will determine the auction 
price. In order to help stabilize the nuuicet, federal reinsurance must not only be available, 
but also affordable. 

Loss Mitigation - The bill requires that 10% of net investment income of the eligible state 
mechanism go to loss mitigation. This feature highlights the responsibility of states, their 
businesses, and their citizens to take measures to protect properties most vulnerable to 
damage. In this way, they minimize the public disaster support necessary following a 
catastrophe and maximize available insurance capacity for the recovery of all. 

Summary and Conclusion 

Chubb believes H.R. 21 provides the right mixture of public and private partnership to 
address long-term insurance availability problems in catastrophe-prone areas of the 
country. RR. 21 balances public and private interests. It ensures affordable federal 
reinsurance capacity when needed without imnecessarily interfering with the private 
market. It creates a stable, competitive insurance market on which homeowners and 
businesses can rely. It serves the public interest of helping to quickly restore r^ons 
following disasters, thus maximizing the contribution of private insurers and reinsurers. 
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Stetement of Mkhael R. McGoire 

President of Affinity Banlc 

on Belialf of tiie Western League of Savings Institutions 

House Banldng Committee Hearing on H.R^1 

"Tiie Homeowners' Insurance Availability Act of 1999** 

Friday, July 30, 1999 

Mr. Chainnan and memben of the House Banking Committee, I am Michael R. 
McGuire, president and chief executive ofiElcer of AfiOnity Bank, a California chartered Thrift 
and Loan institution that is qyplying to become a federal savings institution. We are 
headquartered in Ventura, California and we cunently have three offices located in California. 
The institution holds some $225 million in assets. I am pleased to present this statement on 
behalf of the Western League of Savings Institutions. 

The Western League considers the enactment of a natural disaster insurance plan to be 
one ofits highest priorities. This is the third time in two years a witness from the Western 
League has testified before or presented a statement to this committee to urge the Congress to 
develop a national disaster policy. We are grateful to Chainnan Leach for making natural 
disaster insurance one of his priorities. We are also deeply appreciative for die leadership of 
Reps. Lazio and McCollum who have bjBen pushing this plan for more than two years now. I 
would also be remiss not to mention the leaderdiip of die ranking minority member. Rep. 
LaFalce, whose support resulted in a majority of the committee's Democrats voting to report out 
the legislation last year. Similariy, the Administration is playing a positive role as wdl. It is 
appropriate that H. R. 21 be non-partisan. Earthquakes and humcanes are not political events 
and the development of a national policy on disasteis must not be politicized. 

Critics of H. R. 21 contend fliat we shottkl not be adding still another federal pngim to 
the statute books - that the private sector, possibly with new tax inoentivei, or the I 
maricets can handle the problem. The prognm is also open to criticism that it I 
prone stales, like those on the Atlantic coait, the gulf states and the west coflit at the poa^ 
csqwnseofcitizens of other stales. Wehaveadtffanntview. QivaithefeMroaityofov 

ilothaaeadBofd 
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When terrible things happen we do not ask ^i^iat stites aie piovidh^ 
receiving aid But as a matter of national policy, we should enoounge those who live in areas 
susceptible to natural disasters to make financial p re parati ons. The problem ri^t now is that 
adequate protection is neidier available nor affordable. National policy should be to encourage 
die citizens of Califomia, Florida, die Carohnas and die gulf coast states to provide some of dieir 
own protection. Far fiom bemg a subsidy diat comes fiom die pod^ets of citizens in ncm disaster 
prone states, H. R. 21 will make disaster victims less dependent on die generosity of Americans 
from other states. It is good public policy. 

The California Eaithquake Audiority (CEA) was oeated following die Nordnridge 
eaidiquake in 1994 to help provide insurance which die private sector understandably stopped 
offering in li^t of its losses from diat disaster. In &ct, die Noithridge quake followed two other 
serious events, die Whittier eaidiquake in 1987 and die Loma Prieta eaidiquake in 1989 so it is 
understandable that property insurers would pull in their reins. The California Depaitment of 
Insurance reported diat 95% of die insurance ccmqianies in die state would not underwrite any 
new coverage after Noithridge. Widi CEA, insurance became available again, but premiums 
doubled and deductibles increased significandy. This remains die situation in California today. 
We are largely uninsured. Less than one in five eligible CaUfomians even carries eaidiquake 
insurance today because it is so eaqiensive and because die deductibles are so hi^ that in many 
cases they exceed die equity people have in their homes. According to die CEA, of 7.9 million 
eligible properties in California, only 13 million are insured. In odier words, 83% of eligible 
homeowners and ap a i tm e ut dwellers in die state do not carry earthquake insurmce. The reason 
is diat die cost of reinsurance is so hi^ diat premiums are eidier beyond die means of most 
people or people do not consider die insurance to be woidi die cost We do not believe we can 
do significantly better widiout a national badmp. 

We do not pose as experts on die exact level at which die federal government shouki be 
involved -whedier die bar should be set at a 100-year event or a 2S0-yearev)Bnt Givendie 
amount of competition die dirift indfotiy is exposed to fiom govenment programs, we are 
sensitive to indfBtiy argameals tfiat Ihey do not want to be crowded out by die govcnmient itadH 
Our own business is dominated today by government piognms and by die C^Ss. Wedo, 
however, rqectargnmeatstfiat die plan contemplated by RR. 21 is a baikmt of die iu s m a u uc 
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veiy laige areas and there is no wi^ tlie insunnoe indoftiy en fx^ 

adequate oovenge can be niade an^aiUbte i« aflfonUte nl^ 

private aeclor can handk loaaea of magnltiide llial would oocor if a maanve eai^^ 

directly in a higlily poimlated area. Given die levd irt wliidi the bar is likely to be aet, 1^ 

not make rignificam strides m aflfoiddMl^, but at least natunl disaster msuranoe wiU be n^ 

readily avaih^le. 

We are aware thai there is some support fiv another pbBi - one wludi does not 
contemplate a role Ibr the Federal govenment in providing msurance — only a federal cost by 
making die accumulation ofreaervesfiv disasters tax fiee. As Chainnan Leach is well aware and 
as he has pointed out in a di£Rsrent context on several recent occasions, our industiy used to have 
a tax incentive to make mortgage loans. The thrift industiy was permitted to accumulate reserves 
on a tax deferred basis. At one point these annual deductions were at a level of 60%ofniortgage 
interest income received. As government mortgage piognms proliferated there was less and less 
reason to provide subsidies to our industiy to make mortgage loans, and the amount of die annual 
deduction was towered over a number of tax bills to just 8% of mortgage interest received. 
Meanwhile, die reserve itselfbecame a severe constraint as our industry had to diversify. Atax 
incentive is not generally a very efifident mechanism with which to dispense a subsidy, and it is 
extremely difficult to end if national priorities change. In this case, we believe die subsidy, if in 
feet there ever is a need for one (a triggering event occurs before an adequate buildup of private 
reserves), is probably most efficiently provided through a risk acceptance mechanism rather than 
a tax incentive. Enforcement will be fer easier as will required risk mitigation. 

Given odier responsibilities of this committee, there ou^t to be concern about the level 
of risk to which financial institutions, die bousmg GSEs, FHA, VA and die FDIC are currently 
exposed. For financial institutions, die potential of loss fiom natural disasters probably exceeds 
die potential of k>ss fiom economic calamities. Few financial institutions can or do require 
borrowers to carry diaaster insurance though homeowners' msurance is virtually mandatory in 
every state. The lending fiatenitycouklfinr more prudently insure itself for fire and theft than it 
can for natural disasters. This potential for k>ss is, unfortuiurtely, concentrated in our most 
populated areas -eastern seaboard cities and California. Our hope is duit Congress will enact a 



Digitized by 



Google 



400 



national disaster policy, anchored by federal reinsunuice of catastrophic losses before the next 
event occurs -and it will -wejust do not know when oniiiere. 

Last yeai; many technical and political problems were woiked out by this committee. In 
the end, the legislation passed this committee by a fiurly decisive margin. We uige you to 
approve it again this year, by an even wider maigin. The principles we espouse, which were 
incoiporated into H. R. 219 last year, and which should be part of this year's bill as well are: 

* The legislation should reflect public policy rooted in the principle that those who live in 
areas that are at risk shouki be encouraged, and periups some day, required to provide 
protection for tiiemselves; 

* A federal solution is needed. There are some things that only government can do, and 
diis is one of them; 

* Insurance must be made readily available with the understanding that there is a direct 
relationship between die level of government involvement and die affordability of the 
insurance. The priority though must be on availability; 

* Mitigation must be made a part ofdie program; and 

* Multi-ftmily residences should be etigible along with single-ftmily dwellings. 



We hope die Congress will move quickly on diis legislation. 

o 
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